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The Liberalization of Intra-European 


Trade in the Framework of OEEC 


Frederic Boyer and J. P. Sallé* 


N THE YEARS following World War II, there has been a growing 
measure of agreement that the recovery of Western Europe and its 
prosperity would depend to a considerable extent on closer political 
and economic coordination between West European countries than had 
been achieved in the past. Various schemes with a view to the realiza- 
tion of this objective have been launched in the last few years. This 
paper examines one aspect of the efforts made within the framework 
of the Organization for European Economic Cooperation (OEEC) to 
move toward this objective in the field of trade.! 

Intra-European trade has traditionally played an important part in 
the economy of European countries. Commercial relations have been 
most intensive between the industrialized countries of Western Europe, 
which have carried on a considerable trade with each other both in 
manufactured products and in such industrial raw materials as they 
produce in substantial quantities (coal, iron ore, basic chemical products, 
etc.). Trade has also been very active between such countries as Den- 
mark, the Netherlands, and Italy, whose staple exports have included 
agricultural products for which the neighboring highly industrialized 
and densely populated countries have been a natural outlet. 

With the depression of the thirties, international trade declined 
sharply, and normal trade relations between European countries were 
disrupted by the widespread tendency to protect domestic markets. 
World War II and the German occupation of most West European 
countries carried this disruption much further, and generalized re- 
course to import and export restrictions and exchange control resulted 
in an almost complete insulation of national markets and resources. 
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In the years immediately after the war, with the considerable reduc. 
tion in the productive capacity of Western Europe, the requirements 
of reconstruction, and the needs of increased populations, there was little 
that could be gainfully traded between the countries of the region. Strong 
inflationary pressures were at work in most domestic markets, and the 
need to protect reserves was a dominant motive in national monetary 
and trade policies. Governments had both to limit the total amount of 
imports to the financing facilities available and to allocate foreign ex. 
change resources to the satisfaction of those needs regarded as the most 
essential. In general, West European Governments chose to achieve 
these ends by maintaining most of the features of the control apparatus 
set up during the war. For trade controls, two main instruments were § 


In some countries the import of certain “basic” or “essential” prod- 
ucts, mostly basic foodstuffs or raw materials, continued, as in wartime, 
to be reserved to government agencies or to groups of traders under the 
direct control of the state. The main purpose of state trading was origi- 
nally to avoid competition between private buyers in a sellers’ market 
and to achieve more favorable contracts through bulk and long-term 
purchases. While not restrictive in all instances, this method of con- 
ducting trade was found to be particularly useful as a means of direct 
control over large sectors of the national economy. Interest in maintain- 
ing the system declined with the passage from a sellers’ to a buyers’ 
market and with the abandonment of central planning methods in most 
West European countries, and its role has lately tended to diminish. 

In the early postwar years there was also widespread recourse to 
quantitative restrictions, which were considered a most effective method 
of achieving the financial and trade objectives of the time. But it was 
soon recognized that they could serve other purposes as well. Thus, 
from a domestic policy point of view quotas came to be regarded as an 
instrument which, in conjunction with state trading, could be used to 
control the national economy. Moreover, while originally the imposition 
of quota restrictions had little or nothing to do with the protection of 
“uneconomic” national industries, whose development had been fostered 
by shortages during and after the war, the significance of quotas as 
instruments of protection became gradually more important. Tariffs 
had become less effective because in most countries the tariff system in 
force after the war was outdated, and widespread changes in international 
prices had destroyed much of its significance. In addition, it was recog- 
nized that quotas could be used in a more flexible way than tariffs, 
with a view to protecting certain national interests and to serving bar- 
gaining purposes in international trade relations. In a region where 
the degree of protection afforded by tariffs had traditionally varied con- 





LIBERALIZATION OF INTRA-EUROPEAN TRADE 181 


siderably among countries, the latter feature of quota restrictions was 
to prove a formidable obstacle to their removal. 

The gradual expansion of production permitted substantial progress 
toward the restoration of the traditional network of trade in Western 
Europe. The existence of certain mutual credit arrangements, limited 
transferability of sterling and of other currencies, and drawing rights 
applied since 1948 made possible some relaxation of restrictions, but 
the process was slow and strong elements of discrimination could not be 
removed. Failure to develop a system capable of ensuring adequate 
transferability among the currencies concerned made radical departure 
from generalized discriminatory practices impossible, and it became 
more and more difficult to avoid a downward bilateral balancing of 
trade. Faced with these difficulties and pending the eventual restoration 
of general convertibility and multilateral trade, West European coun- 
tries joined in a concerted effort in 1948 to devise a system of trade and 
payments among themselves that would be freer and more effective 
than the relations established by the makeshift methods hitherto fol- 
lowed. 


Attack Against Quota Restrictions in 
Intra-European Trade 


OEEC approach to trade liberalization in pre-EPU period 


Created in 1948, the Organization for European Economic Coopera- 
tion was given broad powers in the economic, financial, and social fields 
with a view to the “achievement of a sound European economy” and a 
“close and lasting cooperation between the participating countries.” 
In signing the Convention that gave birth to the OEEC, the contracting 
parties agreed, inter alia, to “develop... the maximum possible inter- 
change of goods and services... , [to] continue the efforts already 
initiated to achieve . . . a multilateral system of payments among them- 
selves ..., [to] cooperate in relaxing restrictions on trade and payments 
between one another... .”? The members of the OEEC are Austria, 
Belgium, Denmark, France, the Federal Republic of Germany, Greece, 
Iceland, Ireland, Italy, Luxembourg, the Netherlands, Norway, Por- 
tugal, Sweden, Switzerland, Turkey, and the United Kingdom.? 

These aims were regarded from the outset as elements of a wider 
design toward which the action of the OEEC was to move, namely, the 
progressive achievement of a “single market” extending over all the 
member countries and their dependent territories, or of a situation as 

* Convention for European Economic Cooperation, April 16, 1948, Article 4. 


* Trieste was a member until the absorption of its territory by Italy and 
Yugoslavia. 
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closely resembling a “single market” as is feasible in present world con- 
ditions. Any identification of the “single market” as an area tending 
toward self-sufficiency was rejected in the Convention, and the inten- 
tion of the contracting parties to direct their efforts toward world- 
wide multilateral trade and convertibility was reaffirmed each time a 
new step was taken in the direction of further integration. It was con- 
sidered that the restoration of a freer flow of trade between the member 
countries, after years of economic disintegration, would strengthen 
their economies through a more rational use of economic resources over 
a wide area, and hasten the time when the freedom progressively insti- 
tuted within the area could be extended to countries outside it without 
major risks of disruption. Meanwhile, member countries were left free 
to determine the nature and degree of freedom in their economic and 
financial relations with the outside world and, in fact, these have varied 
widely both from country to country at any given time and for certain 
countries from time to time. 

The “Code of Liberalization of Trade,” in which the rules of commer- 
cial policy of member countries in the OEEC framework were first set 
forth in 1950, and which is the main concern of this study, formally 
recognized this view in its preamble,‘ and in Article 1 recalled that the 
measures of liberalization taken in accordance with the Code prescrip- 
tions “shall not prevent any Member country, if it so desires, from tak- 
ing measures of liberalization of trade in respect of a non-Member 
country.” 

OEEC initiatives for the progressive achievement of a single market 
were taken in various fields. Early experience, however, showed that 
it would be premature to attempt to promote economic integration 
through close and effective international planning; and since that time, 
coordinated action relating to internal financial stability, investments, 
manpower, etc., has been tentative and fragmentary. Similarly, plans 
for the institution of a West European customs union, to which the 
OEEC Convention made specific reference, were seen to present intrac- 
table problems and were abandoned at an early stage, attention shifting 
from tariffs to other aspects of commercial policy. 

Early in the history of OEEC, efforts were made to replace the com- 
plex and cumbersome network of bilateral trade and payments agree- 
ments which were then in force. Their prolonged maintenance, it was 
felt with increasing concern, would foster uneconomic distortions in the 
patterns of production and trade and block any progress toward a single 
market. The freeing of trade from the rigidity of bilateral relationships 

4 Paragraph 6: ‘‘Considering that one of the aims of the Organization is to 


achieve—as a stage towards the world-wide liberalization of trade and invisible 


transactions—as gréat a ok as possible of trade and invisible transac- 
tions between Member countries. . 
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and the relaxation of bilateral currency stringencies thus came to be 
regarded as the most promising and most urgently needed objectives. 

Several measures were approved by the OEEC Cuoncil, during 1949 
and the first half of 1950, in which the general philosophy of the trade 
system adopted later gradually found concrete expression, pending the 
elaboration of its monetary counterpart. 

The Council first advocated on July 4, 1949 that member countries 
should ‘“‘take immediately the necessary steps for the progressive elimina- 
tion of quantitative import restrictions between one another, in order 
to achieve as complete a liberalization of intra-European trade as pos- 
sible by 1951.” In other recommendations the Council suggested prac- 
tical ways of coordinating liberalization measures and advised bilateral 
and multilateral negotiations for this purpose. On November 2, 1949 it 
decided that ‘“Member countries shall now adopt the objective of remov- 
ing quantitative restrictions before 15th December, 1949, at latest, on 
at least 50 per cent of their total imports on private account from the 
other Member countries as a group, in the respective fields of food and 
feeding stuffs, raw materials and manufactured goods counted sepa- 
rately.” 

By the end of 1949 the removal of quantitative restrictions prescribed 
by this decision had already been achieved, or more than achieved, by 
most OEEC countries, the Council decision requiring for the most part 
the formal consolidation of a situation which for practical purposes 
already existed in fact. It was clear, however, that further steps for the 
liberalization of trade would be more painful, since progress would in- 
creasingly affect products the import of which was being effectively 
checked by quota restrictions rather than goods more or less liberally 
purchased abroad to meet the essential needs of domestic markets. 
Moreover, the limitations imposed by the payments system under which 
European trade was then conducted were being increasingly felt; and 
it came to be recognized that the success of further liberalization meas- 
ures would depend on the adoption of a scheme for the offsetting of 
bilateral deficits against bilateral surpluses, which would help to restore 
more economic trade currents by rendering trade discrimination on 
account of payments imbalances unnecessary,® and for access to short- 
term credit facilities on a scale sufficient to permit the financing of 
temporary deficits and thus to assure the stability of such liberalization 
measures as might be taken.® 


5 So far the Council had not considered it possible to adopt nondiscrimination 
as a principle of general —— although a Council decision of August 13, 
1949 had provided that ‘‘each Member shall endeavor to avoid any discrimination 
not based upon balance of payments considerations.” 

..$So far member countries have retained the right to withdraw multilateral 
liberalization measures by unilateral decision. 
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On January 31, 1950, the OEEC Council decided that in principle 
member countries should aim at a liberalization percentage of 60 per 
cent as soon as a “satisfactory payments scheme including provisions 
enabling the multilateral transfer of the currencies of Member countries” 
came into force. As soon as possible after June 30, 1950, the date on which 
the inauguration of a payments scheme was then expected, the Council 
would decide what further progress was to be made with a view to at- 
taining the liberalization of 75 per cent of each member’s imports on 
private account. 


The Code of Liberalization 


The establishment of a European Payments Union was the subject 
of long and difficult negotiations during the six months following the 
Council decision of January 1950. Concurrently with the EPU negotia- 
tions, the OEEC countries had been negotiating with a view to giving 
shape to the Council decision on trade liberalization. On August 18, 1950 
the “‘Code of Liberalization of Trade’”’ was adopted by the Organization, 
and it was to come into force simultaneously with the signing of the 
EPU Agreement. This happened on September 19, 1950. 

This document was to a large extent a codification of previous acts, 
which still form the core of its provisions. There have since been several 
modifications and additions. Of these, the more important concern the 
inclusion in the Code of rules for the liberalization of “invisible” trans- 
actions,’ and the setting up in April 1952 of a “Steering Board for 
Trade” to which was entrusted the tasks heretofore carried out by vari- 
ous organs of OEKEC, and which was given, in the field of trade, a compe- 
tence parallel to that of the Managing Board of EPU in the field of 
payments. 

The achievement of the aim of the Code, namely, the creation of a 
single market in a group of countries whose economic relations had been 
disintegrating for several decades, is an undertaking whose success re- 
quires much more than an attack on the single front of quota restrictions. 

7 These rules are not dealt with specifically in this study. A number of Council 
decisions had already been taken on the liberalization of ‘‘invisible’”’ (service) 
transactions when the Code of Liberalization of Trade, which initially covered 
merchandise trade only, was adopted. The former decisions were subsequently 
incorporated in the Code of Liberalization, with certain modifications, and have 
since been further revised and extended. In general there is a close parallelism 
in the Code rules between the principles to be followed by member countries in 
their commercial policies in either field. Member countries bound themselves in 
particular to “abolish all restrictions on current invisible transactions connected 
with the movement of commodities which are the object of measures of liberaliza- 
tion of trade...” (Article 14 of the Code of Liberalization). In addition, lists of 
current services have been established regarding which liberalization obligations 


are graded in accordance with the degree of their essentiality to international 
intercourse. 
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Although a framework for reforms aiming at the international coordina- 
tion of monetary policies, social and employment legislation, and capital 
and labor movements has been set up, relatively little has in fact been 
achieved so far in these fields. Accordingly, it is not surprising that the 
Code’s provisions for liberalizing trade through the elimination of quotas 
should be devoid of any absolutism, that the participating countries 
should have guarded themselves with an elaborate array of escape clauses 
and exceptions, and that the OEEC’s method of action should have 
been marked by empiricism. 

The Code of Liberalization is above all a code of behavior in the field 
of commercial policy, implemented in the light of the mutual interests 
of the countries concerned in the progress of a cooperative undertaking 
rather than under the threat of sanctions, such as exclusion from the 
scheme or inability to benefit from the facilities provided under its 
monetary counterpart, the European Payments Union. The Code 
(Articles 24 to 34) provides for extensive and frequent reporting by 
participating countries on the whole range of their commercial policies, 
which are kept constantly under review by the Organization. There is 
thus ample opportunity for member countries to put continued moral 
pressure on any of their partners who for unjustifiable reasons depart 
from the expected norms of behavior. 


General obligations and specific liberalization commitments (liberalization 
percentages) 


In adopting the Code, member countries bound themselves pro- 
gressively to eliminate quota restrictions “‘as fully as their economic and 
financial position will permit,” taking into account “similar efforts” made 
by their partners (Article 1). Members also undertook not to discriminate 
vis-4-vis each other in the administration of their import policies, with 
respect either to liberalized products or to commodities still subject to 
quotas (Article 7). 

Specific obligations regarding the extent of liberalization were also 
assumed. Member countries committed themselves (Article 2) to free 
certain percentages of their trade by certain dates (60 per cent as from 
October 4, 1950 and 75 per cent as from February 1, 1951); but they 
reserved the right to choose the products to be liberalized, subject to the 
qualification that at least 60 per cent, and if possible 75 per cent, of their 
imports on private account in each of three broad categories (agricultural 
products and foodstuffs, raw materials, and manufactured products) 
should be freed from quota restrictions. However, this right itself was 
to be limited by an “‘endeavor to apply common liberalization measures 


* For details on the computation of these percentages, see pages 191-94. 


186 INTERNATIONAL MONETARY FUND STAFF PAPERS 


on as wide a scale as possible.” In 1951, this endeavor led to the adop- 
tion of a “Common List” of some seventy items which covered some 18 
per cent of European trade, consisting mostly of textile goods, textile 
machinery, and chemical products, on imports of which member coun- 
tries agreed not to impose quotas. 

Last, the Code provided that, once liberalization measures in ac- 
cordance with the 60 per cent commitment in each of the three cate- 
gories mentioned above had been taken with respect to specific products, 
these measures should in principle be irreversible; therefore, a procedure 
of notifying the Organization of such measures, with a view to their 
consolidation, was instituted. 

Such, then, are the main positive obligations assumed under the Code 
of Liberalization. For reasons already mentioned, these obligations were 
qualified by a number of safeguards, limitations, and escape clauses. 
Some of these had their origin in the repercussions that liberalization 
measures might have on the payments situation of member countries 
and on the assets of the European Payments Union; these, in general, 
are of a temporary character. Others were designed to ensure reasonable 
balance between the advantages and the sacrifices that progress toward 
the single market would entail for the member countries. 


Limits of liberalization obligations 


While member countries undertook to liberalize imports “as fully as 


their economic and financial position will permit,’”’ their statutory com- 
mitments were limited on the one hand to 75 per cent of their imports 
on private account, as a whole, and on the other to a minimum of 60 
per cent in each of the three broad categories mentioned above. More- 
over, member countries retained considerable freedom of action with 
respect to imports by government monopolies (see below, pages 190 
and 197), although their policy in this respect became subject to the 
control of OEEC. 

Furthermore, the Code provided (Article 3a) that those countries 
whose “economic and financial situation justifies such a course. . . need 
not take the whole of the measures of liberalization of trade” provided 
for in Article 2. This clause applied to Iceland and Austria until Decem- 
ber 1953. Austria subsequently (June 1954) achieved the 75 per cent 
commitment. Iceland is under the protection of another clause (Article 
3c). Another escape clause (Article 3d) was inserted for the benefit of 
countries whose debtor quotas in the EPU were originally blocked. 
(Greece is the only country still in this position. Iceland and Austria 
were initially in the same category.) 
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Limits of the principle of irreversibility 

Liberalization measures taken beyond the statutory obligations are 
not subject to the principle of irreversibility. They may be revoked upon 
the initiative of member countries by notification to the Organization. 
This right has been used on various occasions by countries which took 
liberalization measures beyond the 60 per cent commitment in each 
sector, but insofar as a country is subject to the 75 per cent over-all 
commitment, the withdrawal of liberalization measures on certain im- 
ports has to be compensated by further liberalization of other imports. 

Within the specific liberalization commitments, two sets of causes are 
recognized as justifying exceptions to the principle of irreversibility. 
Article 3b provides that “If any measures of liberalization . . . result in 
serious economic disturbance” in a member country, that country may 
withdraw those measures. So far, no country has been recognized by the 
OEEC as justified in availing itself of this clause. It has been inter- 
preted as covering a situation which, in the normal course of events, 
would be unlikely to materialize. 

The second clause, Article 3c, covers the case of a country whose 
“deficit . . . with the Union is increasing at a rate and in circumstances 
which it considers serious in view of the state of its reserves. .. .”? Such 
a country may “temporarily suspend the application of measures of 
liberalization of trade. . . .”” This clause has been invoked several times, 
and in 1954 it was being applied by France, Turkey, and Iceland. Two 
important members which had invoked the clause, Germany in 1950 and 
the United Kingdom in 1952, subsequently restored their liberalization 
measures to the 75 per cent commitment, Germany in 1952 and the 
United Kingdom in 1953. 

The decision to suspend liberalization measures is the responsibility of 
' the member country concerned; it must, however, notify the OEEC of 
any action taken in this connection, and if the action is disapproved by 
' the Organization® the liberalization measures must be restored. The 
» conditions under which this escape clause may be invoked and applied 
' were strengthened by the Council in May 1954. 


| Exceptions to the nondiscrimination principle 

The adoption of the nondiscrimination principle caused considerable 
' difficulty as long as European currencies were not transferable among 
themselves. With the establishment of the European Payments Union, 
which provided for such transferability, the pressure to discriminate for 
payments reasons disappeared, and the nondiscrimination rule could 


* Disapproval requires unanimity. 
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be adopted as a basic principle of the scheme, the right to introduce dis- 
criminatory measures for reasons arising from payments imbalances 
being withdrawn. Waivers of the nondiscrimination rule for such reasons 
can be obtained only in accordance with a recommendation of the Or- 
ganization (Article 31, a and b). In the absence of such a recommenda- 
tion, a member which suspends or modifies its liberalization measures 
in circumstances recognized by the Organization “shall do so in such a 
way as to... avoid any discrimination as between one Member country 
and another” (Article 3e). Moreover, Article 6 provides that a member 
country invoking the escape clauses “shall... benefit from the meas- 
ures of liberalization of trade taken by other Member countries... .” 

On certain occasions, the OEEC Council has recommended that mem- 
ber countries should take liberalization measures on certain specific 
products of particular interest to the export trade of a member country, 
with a view to helping such a country in dealing with special difficulties. 
Thus, in 1953 when Italy, despite the continuous deficits being incurred 
after the reversal of its position with the EPU, nevertheless maintained 
the high liberalization percentage that it had already achieved, the OEEC 
Council recommended that member countries should “consider the 
special difficulties of Italy and . . . of other Member countries which are 
in an extreme debtor position and the need for increasing imports of 
agricultural commodities either by extending liberalization or other 
means.” Any liberalization measures taken in such circumstances are 
applicable in principle to all members. 

Two exceptions to the nondiscrimination rule!’ are permitted for 
reasons other than balance of payments difficulties: (1) Member coun- 
tries forming part of a special customs or monetary system may apply 
to one another measures of liberalization of trade without extending 
them to the other member countries. It was under a liberal interpreta- 
tion of this provision that a waiver of the nondiscrimination rule was 
granted to the six member countries that established the European Coal 
and Steel Community. (2) The second exception was adopted to safe- 
guard the interests of member countries in the event that they would 
be damaged by certain practices (e.g., dumping) by other members. 
This exception has not been invoked so far and, since its scope is limited, 
it is not described in detail here. : 


Geographic application of Code rules 


In discussing the geographic application of Code rules, it is useful to 
distinguish between the OEEC area (:.e., metropolitan countries of 
Europe which are members of OEEC and their dependent overseas 


10 These exceptions are set forth in Articles 8, 9, and 10 of the Code. 
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territories), the member countries participating in the EPU," the inde- 
pendent members of the sterling area (whose payments relations with 
OEEC countries are closely linked with the EPU through U.K. member- 
ship), and the other countries of the world. 

In general, the rules of the Code apply to all OEEC members whether 
they retain membership in the EPU or not. Thus, Article 1 (general 
obligation to liberalize), Article 2 (specific liberalization commitments), 
Article 4 (common liberalization measures), and Article 11 (consolida- 
tion of liberalization measures) would continue to bind a member country 
that had withdrawn from the EPU. The commodities covered by the 
liberalization obligations are those which both originate in and are con- 
signed from OEEC member countries or their independent overseas 
territories. The application of the code rules within the latter territories 
is optional. 

The provision in Article 7 that the nondiscrimination rule “shall only 
apply as between Member countries which take part in the Union” is an 
exception to this general principle. The exact scope of this exception 
has been the subject of considerable controversy in OEEC, notably at 
the time of the Belgian “surplus” crisis and during discussions of the 
situation of an OEEC member which, under certain circumstances 
(e.g., if it made its currency convertible), might find it necessary to with- 
draw from the EPU. 

In the Belgian case it was not necessary to find a practical solution for 
the problem, since a technique for extra quota financing was adopted 
which permitted a member whose quota had been exceeded to continue 
effective participation in the operations of the Union. 

In the second case, the view has been taken that the nondiscrimina- 
tion rule would no longer apply to the withdrawing country but that, 
in practice, its freedom to discriminate against its OKEC partners would 
be strictly limited. It would be bound to retain, vis-4-vis each of its 
partners, the liberalization measures taken in accordance with the 60 
per cent commitment, i.e., the consolidated measures, and could not 
withdraw other liberalization measures (e.g., under the 75 per cent com- 
mitment, the “(Common List” prescriptions), unless such withdrawal 
was replaced by equivalent liberalization in other directions. 

The independent members of the sterling area are not members of 
either the OEEC or the EPU,” and consequently are not bound by the 

11 As explained below, various OEKEC organs have been led to study the situa- 
tion that might arise should a member country decide to leave the EPU while 
maintaining its participation in the OKEC. 

12 Payments between the independent members of the sterling area and the 
continental members of the EPU are settled through the U.K. quota within the 
framework of the EPU. The U.K. quota has been calculated on the basis of the 


total of the visible and invisible transactions in 1949 between the sterling area 
taken as a whole and the continental members of the EPU. 





190 INTERNATIONAL MONETARY FUND STAFF PAPERS 


Code rules. In practice, however, quota restrictions imposed by indi- 
vidual members of the outer sterling area vis-A-vis the members of the 
EPU are, generally, nondiscriminatory. 

Regarding countries which are in neither the OEEC nor the EPU area, 
it has already been explained that the participating countries have re- 
tained the right to determine their commercial policies in the light of their 
individual situations (Article le of the Code). There are, in fact, con- 
siderable differences in their policies. 


Mechanism of the System 
Scope and nature of liberalization measures 


Commodities may be imported either on private account or on govern- 
ment account. While imports by governmental agencies were brought 
within the range of OEEC’s consideration (Article 30), the obligations 
of member countries in this field were defined (Article 12) by reference 
to the Havana Charter, and the participating countries assumed no 
specific commitments to liberalize their trade on government account. 
In principle, under the Code rules, a member country retains the right 
to transfer any import from private to governmental trade insofar as the 
commodity has not already been the subject of consolidated liberaliza- 
tion measures. A Council decision of January 1954 has limited this right, 
notably by introducing an obligation for member countries to notify 
the Organization of any transfer and to submit explanations for such a 
transfer. 

Imports on private account may be either “free’’ or subject to quota 
restrictions. For liberalized commodities, freedom from quota restric- 
tions “results from the admission of such commodities without licensing 
or from the automatic and immediate issue of licenses for their importa- 
tion” (Annex A, Section I, paragraph 1, of the Code). Moreover, since 
this freedom can be effective only if exchange restrictions do not prevent 
the appropriate payments abroad, the Code provides that ‘‘measures of 
liberalization of trade must provide for the automatic allocation of the 
foreign currencies required for such imports” (Annex A, Section I, para- 
graph 1, of the Code). 

The adoption of the Code of Liberalization brought little effective 
change in the administrative practices of member countries with respect 
to imports which were still subject to quotas. In principle, the nondis- 

18 Under this Article, member countries must, within periods determined by 
the OEEC, notify the Organization concerning the following: (1) the commodities 
imported by oye monopolies; (2) the method of operation of the import 
agencies; and (3) where appropriate, the reasons for which the importation of 


commodities by the monopolies is maintained under a special administrative 
regime. 
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crimination rule was extended to the whole of the import trade of mem- 
ber countries as from February 1, 1951 (Article 7a, ¢ and it), but in fact 
detailed provisions for the application of the rule (announced in the 
Code, Article 7b) to “imports to which measures of liberalization of trade 
do not apply” were never worked out. Moreover, the commitments of 
member countries with respect to obligations resulting from bilateral 
agreements with their OEEC partners and which came into conflict 
with the provisions of the Code were specifically waived by the Code 
only insofar as they concerned commodities to which measures of liberali- 
zation apply (Article 1b). Member countries have thus retained a fairly 
free hand in the administration of their licensing systems for imports in 
the “quota sector.” This does not seem to have created any special diffi- 
culties, except in connection with the import programs of countries in- 
voking the clauses of the Code which permit the suspension of liberaliza- 
tion measures. The Steering Board for Trade reviews periodically the 
import programs of such countries in accordance with principles adopted 
by the OEEC Council in October 1953. These principles aim at ensuring 
that countries which have recourse to the escape clauses do not unduly 
harm any of their partners through (1) discrimination in the choice of 
products on which the restrictions are reimposed and (2) the granting of 
treatment to goods imported under the “‘quota sector” (under conditions 
usually determined by bilateral trade agreements) which is more favor- 
able than the treatment granted to goods previously liberalized and for 
which countries withdrawing liberalization measures have no bilateral 
commitment. These rules were incorporated in the Code by the Council 
decision of May 7, 1954. 


Formal measurement of liberalization performances 


The Code rules and their interpretation in OEEC. Article 2 of the Code 
provides that (1) by October 4, 1950 member countries had to liberalize 
60 per cent of their imports on private account in each of three broad 
categories defined with reference to the OEEC Commodity Nomencla- 
ture, i.e., food and feeding stuffs, raw materials, and manufactured goods; 
and (2) by February 1, 1951 member countries had, on the one hand, to 
liberalize 75 per cent of their total imports on private account and, on the 
other, 60 per cent at least and “if possible” 75 per cent of their imports 
on private account in each of the categories mentioned in (1). 

The rules for the computation of these percentages, which were set 
forth in an annex to the Code, have been interpreted in the following way: 

The liberalization measures to be included in the calculation of the 
performance of a given country at a given date are those taken with 
respect to commodities actually imported by the member country in 
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1948, whether on private or government account. Changes in the com- 
position of trade since the reference year are irrelevant for this calcula- 
tion. Certain products imported in 1948 (e.g., because economic condi- 
tions prevented production by a member country at that time) but which 
were not imported at all in a subsequent period are counted in the cal- 
culation of the liberalization percentage, provided they were formally 
freed. Similarly, changes in import prices and in the relative importance 
of import goods are not taken into account. These factors are discussed 
in detail on page 197, below. In broad terms, the percentage of liberaliza- 
tion at any given date, say, December 31, 1950, is calculated by dividing 
the total 1948 imports of those commodities which were freely importable 
(but not necessarily were imported) as of December 31, 1950 by the dif- 
ference between total imports in 1948 and the 1948 imports of com- 
modities importable on government account as of December 31, 1950. 

Numerical example of calculation of liberalization performance of a given 
country. The calculation of the liberalization performance of a member 
country at a given date (e.g., as of December 31, 1950) involves the 
following operations: 

The starting point is the c.if. value of the country’s imports from the 
OEEC area (i.e., from other OEKEC metropolitan countries and their 
overseas territories) in 1948, the “reference year.” This figure is ad- 
justed to exclude imports of certain products (mostly crude and refined 
oil) payable in dollars, and the resulting figure is divided between the 
three broad categories defined in the Code (food and feeding stuffs, 
raw materials, and manufactured goods) with reference to the OKEC 
Commodity Nomenclature. 

The accompanying outline of an imaginary case, Imports of Country 
X, illustrates how the various elements of the calculation are derived. 
Columns 1 and 2 summarize the import situation of a member country 
in 1948. The commodities imported in that year are indicated in Column 
1 by means of a conventional sign for each category. The symbols A 1, 
A 2, A3 stand for commodities in the group, food and feeding stuffs; B 1, 
B 2, B3 for commodities in the group, raw materials; and C 1, C 2, C3 
for commodities in the group, manufactured goods. The c.if. value of 
each commodity imported in 1948 is indicated in Column 2 in millions 
of a given unit of account. Column 3 presents the list of commodities 
imported as of December 31, 1950 in accordance with the administrative 
status indicated in Column 4, i.e., those that were freely importable, 
those subject to quantitative restrictions, and those importable by 
governmental monopolies. Columns 5 and 6 indicate the (1948) amounts 
retainable for the calculation of the numerator and denominator of the 


4 For reasons discussed below, different reference years were chosen for 
Germany (1949) and Austria (1952). 
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Imports oF Country X 





In Reference Year 1948 As of December 31, 1950 





Amounts Re- 
tainable for 
Calculation _ 


Num- Denom- 
qt, erator® inator® 
account mi Administrative (million account 
units) Status! units) 


(2) (4) (5) 
Food and feeding stuffs r Free 





— 

overnment 
Quota 

Total 


Raw materials Free 
Free 


pwn 

overnment 
Total 

Manufactured goods Free 


— 
overnment 
Free 


Total 
Total (A + B + C) 


Efss elite [ites e[ 11s 





1 Free = importable on private account and not subject to Ae uota, i.e., lib- 
y 


eralized imports; quota = importable on private account and s 
government = importable on government account. 

* Amounts imported in 1948 of commodities freed as of December 31, 1950. 

3 Amounts imported in 1948 of commodities importable on government ac- 
count as of December 31, 1950. 


ject to quota; 


liberalization percentage. The numerator represents the total amounts 
imported in 1948 of those commodities which were freely importable 
(but not necessarily being imported) as of December 31, 1950; and the 
denominator represents the difference between total imports in 1948 
and the amounts imported in 1948 of commodities importable on govern- 
ment account as of December 31, 1950. 

The liberalization performance of Country X as of December 31, 
1950 may now be calculated as follows: 


In Category A: 


10 


20 — 4 xX 100 am 62.5 % 
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In Category B: 


10 +2 2 
5p —p X 100 = 600% 


In Category C: 


50 
02% 100 = 86.1% 


In the three categories combined: 


10 + 12 + 50 
@0 +20 + 60) — GH * 10 = 67% 


It may be noted that commodities A 4, B 4, and C 4, which were not 
imported in 1948 and which could be imported as of December 31, 1950, 
do not count in the calculation of the liberalization percentages, ir- 
respective of the administrative regime under which they were admitted. 
Similarly, it is immaterial to this calculation whether any of the com- 
modities A 1 to A 3, B 1 to B 3, and C 1 to C 3 were actually being im- 
ported at the date in question. 

This formal method of calculating liberalization performance has been 
adopted by the OEEC both for checking the position of member coun- 
tries with regard to their quantitative liberalization obligations and for 
preparing the material occasionally published by it regarding the liber- 
alization performances of individual member countries and of the area as 
a whole. The position as of April 1, 1954 is summarized in Table 1; and 
percentages achieved as of June 30 and December 31 of each year since 
the inauguration of the scheme are presented in Tables 3-6. 





Comments on the interpretation of formal liberalization percentages 


General characteristics of the OEEC formula. International trade policies 
are subject to so many factors and the criteria for commercial freedom 
are so diverse and complex that it is difficult to imagine a ready-made 
formula for measuring trade liberalization which could produce results 
completely devoid of artificiality. The liberalization percentages pub- 
lished by the OEEC are subject to various limitations, discussed below. 
At this stage it may be remarked that the OEEC formula takes into 
account only the measures of liberalization as defined above which are 
communicated officially to the Organization, and that the effective re- 
moval of restrictions resulting from a liberal administration of quota re- 
strictions or of government trading in the sectors subject to these regimes 
is not reflected at all in the formal percentages of liberalization. ‘De 
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facto” liberalization arising from such practices may affect a larger pro- 
portion of a country’s trade than “formal” percentages would show. 
An extreme example of this possibility is provided by Greece. As of the 
end of the second quarter of 1954, Greece had taken de facto liberaliza- 
tion measures on about 90 per cent of its 1948 imports, while the appli- 
cation of the OEEC formula to its import trade gives a zero liberaliza- 
tion percentage. Moreover, in a scheme like that of the OEEC, in which 
member countries’ statutory obligations are defined with reference to 
quantitative restrictions only, other restrictive measures may be sub- 
stituted for quotas, and the progress shown by calculations based on a 
formula in which such measures are not taken into account may not 
accurately reflect the actual promotion of trade freedom. There is reason 
to believe that since the inauguration of the OEEC scheme there has 
been some substitution in favor of tariffs. Ways and means of dealing 
with this problem are under study in the OEEC. 

The nature of the OEEC scheme required that member countries’ ob- 
ligations in connection with the removal of quotas should be determined 
quantitatively in advance.'® Liberalization obligations defined with refer- 
ence to certain percentages of trade during current periods as the scheme 
was being implemented would have demanded a higher degree of ac- 
curacy in forecasting the response of the market to the elimination of 
quotas than the present status of economic and statistical tools can 
ensure. For this reason, it was necessary to define liberalization obliga- 
tions with reference to some past period. The liberalization percentages 
thus derived from the application of the OEEC formula were not meant 
to measure actual flows of trade over a period of time, but were designed 
to permit, at various stages, the checking of the results of member 
countries’ action with respect to quota removal against their legal obli- 
gations defined qualitatively and quantitatively in the Code. 

From a purely statistical point of view, the extent to which the meas- 
urement of the liberalization performance of a given country at a given 
stage, with reference to the base year, corresponds to the actual degree 
of freedom from quantitative restrictions of trade as a whole depends on 
two sets of factors. 

‘The first set concerns the choice and combination of the elements in- 
cluded in the formula. The most simple combination would have been 
a straight comparison between the liberalized portion of a country’s 
trade (numerator) and its total trade with the area (denominator). 
However, in view of the fact that member countries were not initially 
prepared to enter into commitments regarding state trading, imports by 

16 As explained above, except for the Common List prescriptions, countries are 


left — to choose the commodities to which liberalization measures are to be 
applied. 
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government monopolies were excluded from the denominator. The con- 
sequences of this exclusion are discussed below, where it will be seen 
that, while at any given date the liberalization percentage calculated on 
the basis of the OEEC formula tends to overstate the actual status of 
liberalization relative to total trade with the area, it may also under- 
state the results of the member countries’ removal of quantitative re- 
strictions on their trade on private account. The latter consequence 
arises whenever a country, as an intermediary step toward liberaliza- 
tion, changes the administrative status of an import from government 
to private but keeps it in the quota sector. In such a case the liberaliza- 
tion percentage is in fact reduced (since the denominator is increased 
while the numerator remains constant), although a liberal administra- 
tion of the quota system may result in an actual freeing of trade. 

The second set of factors concerns the changes that may occur between 
the base year and any subsequent date on which the liberalization per- 
formance is measured, first, in the commodity composition of trade, and 
second, in the prices of the commodities imported and in their weight 
in the total imports of the country concerned. Sufficient information on 
these factors could not be obtained to permit a systematic comparison 
in this study between the liberalization percentages derived from the 
calculation based on 1948 as a reference year and those that might be 
derived on the basis of a more recent period. The OEEC Secretariat, 
however, has made some experimental calculations which show that, 
for the majority of member countries and notably for those which have 
fulfilled their commitments up to the 75 per cent mark, a change of 
reference year from 1948 to 1952 would not materially affect the liber- 
alization percentages shown in Table 1 and Tables 3-6. This is explained 
by the hypothesis that, although trade increased substantially between 
1948 and 1952 and there have been important changes in its commodity 
composition, the quota-free portion of commodities which have entered 
into intra-European trade since 1948 increased at least as much as the 
nonliberalized portion. Certain features of the distribution of intra- 
European trade by countries in 1948 and of its changes between 1948 
and 1950 are discussed below; changes in the commodity composition 
of trade are discussed in connection with an examination of the effects 
of the system. 

Government trading.'* The liberalization percentages worked out in 
accordance with the OEEC formula do not include imports on govern- 
ment account at the date on which such percentages are calculated. 


16 As already stated, government trading is not necessarily resorted to for 
restrictive purposes, and the change in the status of given imports from govern- 
ment to private need not result in an increase in such imports. The question is 
disc here only from the standpoint of the mechanics of the formula. 





198 INTERNATIONAL MONETARY FUND STAFF PAPERS 


The consequences of this exclusion may be illustrated by returning to 
the calculation made above of the liberalization percentage in Category 
A. Assume that Country Y has the same trade as Country X, with the 
one exception that it imports commodity A 3 under quota instead of on 
government account. If the formula is applied to Country Y, the latter’s 
liberalization percentage in Category A amounts to 50 per cent,” while 
that of X is 62.5 per cent. 

Suppose now that both countries free commodity A 2 and that Coun- 
try X maintains commodity A 3 under the regime of government im- 
ports, while Country Y transfers it to the regime of private imports and 
eliminates quota restrictions with respect to it. The liberalization per- 
centages of both countries become 100 per cent,!* in spite of the fact that 
Country X maintains 20 per cent of its imports in Category A under the 
regime of government imports, regarding which its policy is subject only 
to the general limitations set forth in Chapter IV, Section D, of the 
Havana Charter, while Country Y will be subject to the much stricter 
limitations imposed by the Code rules on liberalized imports. 

Table 1 shows that the member countries’ intra-European imports on 
government account as of April 1, 1954 at 1948 values were equal to 
about 7 per cent of all their intra-European imports in 1948, the propor- 
tion varying from zero for Portugal to about 11 per cent for the United 
Kingdom and 22 per cent for France. If the assumption is made that 
government trading is concentrated on imports of foodstuffs and raw 
materials and the combined liberalization percentages achieved in those 
two groups (Categories I and II of Table 1) are recalculated by includ- 
ing such imports in the nonliberalized sector, it is found that the liber- 
alization percentages are substantially reduced, by some 6 to 7 per cent 
for Italy and Belgium, 8 to 10 per cent for Switzerland, Germany, and 
Sweden, 11 per cent for the United Kingdom, and about 10 per cent 
for the OEEC area as a whole. 

Changes in the distribution of intra-European trade by country between 
1948 and 1950. The choice of a reference year as a basis for measuring 
economic developments or as a guide for determining economic policy 
usually gives rise to difficult problems. Such a choice has been particularly 
difficult in relation to intra-European trade in the postwar period. A 
basis for judgment regarding developments in this period is usually 
sought in a comparison with what happened in a prewar year that is 
considered as the most representative of a “normal” situation. Since 
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statistical information on predepression years is usually extremely de- 
ficient, the year 1947 or 1948 is generally chosen. While it is easy to find 
reasons for questioning such a choice and the approximation to a “repre- 
sentative period” that it might imply, it is also difficult to regard as an 
ideal standard of reference any postwar year preceding the launching 
of the OEEC scheme. Until 1947, intra-European trade was so pro- 
foundly affected by the consequences of the war that the period pro- 
vides no suitable choice. In 1949, there were major devaluations in most 
of the leading countries outside the dollar area and unusual shifts in 
trade. The role of reference period was thus assigned to 1948. 

Hampered by difficulties of all sorts, intra-European trade had never- 
theless made substantial progress in 1947 and 1948, increasing by some 
20 per cent in volume in the latter year, but it was still less than in 1938. 
The main factor of progress had been the gradual restoration of pro- 
duction in the OEEC countries. Basic economic conditions in the mem- 
ber countries, however, did not at that time present an even picture. 

The diversity of the picture is particularly striking when conditions 
in Western Europe in general are compared with those in Austria and 
Germany. Germany’s export and import trade with other West European 
countries amounted to some $2 billion in 1938, but to less than a third 
of that amount (in 1938 prices) in 1948. Even after allowing for the post- 
war division of Germany, the restoration of West German and Austrian 
trade in 1948 was so far from being complete that different reference 
years had to be chosen for these two countries; and it was decided that 
the liberalization performance of Germany should be based on its intra- 
European trade in 1949, and for Austria on its trade in 1952. This change, 
however, failed to compensate entirely for the delayed trade recovery 
of Germany relative to other countries;!* moreover, no adjustment was 
made to the figures for the intra-European trade of the other countries 
given in the first column of Table 1 so as to make them reflect the ad- 
justments in the German and Austrian intra-European trade figures. 

While trade between OEEC countries including Germany in 1948, 
measured at constant prices, was 28 per cent below that of 1938 (at 
1938 f.o.b. prices, the amounts were, respectively, $3.6 billion and $5.0 
billion), excluding Germany it had about reached the 1938 level.?° Im- 


1 Exports of member countries to the OEKEC area increased in value by 14 per 
cent in 1949 and by 17 per cent in 1950, while German exports to the area in the 
same years increased by 40 per cent and 55 per cent, respectively. German exports 
to the area represented 8 per cent of total exports of member countries to the 
area in 1949 and 11.5 per cent in 1950. (Source of calculation of these data: OREC 
Foreign Trade Statistical Bulletins, Series I: Yearbook, 1987-51, July 1952.) 

® From data in U.N. Economic Commission for Europe, Economic Survey of 
Europe in 1948, Chapter 7, it — that trade among West European countries, 
excluding Germany, was $3.02 billion in 1938 and $3.04 billion in 1948 (both values 
at 1938 f.o.b. prices). 
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portant changes were, however, still taking place in the distribution of 
trade both by country and by commodity, which reflected a gradual 
return to a more durable pattern. 

Certain countries that had come out of the war in a comparatively 
privileged position in regard to their basic economic potential (especially 
Switzerland, Sweden, Ireland, and Belgium) assumed a position in intra- 
European trade”! which for most of them could not be maintained and 
did in fact change between 1948 and the inauguration of the OEEC trade 
scheme. As a result of their ability to produce scarce commodities, their 
exports had increased substantially above their prewar share in intra- 
European trade, while as a result of their inability to obtain adequate 
payment in gold or dollars from their debtors and the resulting induce- 
ment to keep down their surpluses, their imports from a number of 
OEEC countries had been kept above what their domestic markets would 
have taken from these sources in the absence of trade and payments 
controls. For various reasons, other OEEC countries in 1948 had moved 
into an unusual situation vis-a-vis the area as a whole. The United King- 
dom, for instance, in contrast to its traditional prewar pattern, had 
developed a substantial export surplus vis-4-vis the OEEC countries as 
a result partly of its ability to export goods of which there was an acute 
shortage (e.g., capital equipment), partly of the possibility for many 
countries to draw on accumulated sterling balances to finance their defi- 
cits, and partly of the imposition of strict import restrictions in the 
United Kingdom. 

Trade developments in 1949 and the beginning of 1950 were generally 
in the direction of a more balanced relationship between the OEEC mem- 
bers. In its review of the European situation during this period, the 
Economic Commission for Europe explained that “many of the changes 
that took place in intra-European trade appear. . . to represent simply 
the expansion of trade in areas where it had previously been low or the 
contraction of trade in areas where it had previously been high as com- 
pared with prewar,” and notes that there was an expansion in the im- 
ports of the United Kingdom, Denmark, France, and the Netherlands, 
while those of Switzerland, Belgium, and Sweden were reduced.” 

Data on the distribution of intra-European trade for certain member 
countries between 1948 and 1950 are set forth in Table 2, in which three 
groups are distinguished: (1) Germany and Austria, (2) the United 
Kingdom, France, Italy, and the Netherlands, and (3) Switzerland, 


21 The following data, derived from Economic Survey of Europe in 1948, p. 187, 
are particularly revealing. The volume indices (1938 = 100) of imports of Sweden 
and of the Benelux countries from the OEEC area were, respectively, 107 and 85 
in 1947. Corresponding figures for other countries were Germany (Western Zone), 
19; the United Kingdom, 53; Italy, 54; and France, 72 

22 Economic Survey of Europe in 1949, p. 78. 
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TABLE 2. VALUE OF INTRA-EUROPEAN ImPorRTS OF CERTAIN OKEC 
Countriss, 1948-50 


(In millions of U.S. dollars) 








(3) Switzerland 
Belgium-Luxembourg 
Sweden 
Treland 





Belgium-Luxembourg, Sweden, and Ireland. The data available are not 
sufficient for an accurate appraisal of the appropriateness of the refer- 
ence to 1948 for subsequent periods. In the absence of detailed informa- 
tion on changes in the commodity composition of trade, on the admin- 
istrative status under which commodities were imported, and on the 
tightness with which quota systems were implemented, it is extremely 
difficult to reach a firm judgment on the relative significance of the per- 
centages calculated with reference to this particular year. 


Appraisal of the Trade Liberalization Scheme and 
Proposed Improvements 


Appraisal of the scheme 


It is generally agreed that the characteristics of the European demand 
and supply situation up to 1948-49 were those of a sellers’ market. 
In 1948, production in OEEC Europe had not yet reached the 1938 
level (see Table 10), while requirements were larger than in prewar 
years because of the needs of reconstruction and larger populations. 
Moreover, demand tended to be inflated as the result of inflationary 
pressures which were still widely active. The situation improved sub- 
stantially during the following year, and by the end of 1949 the condi- 
tions of a buyers’ market seemed to have been restored for most com- 
modities. In September of that year, a more satisfactory pattern of 
exchange rates was achieved as the result of devaluations of varying 
magnitudes. Pressures again developed from the demand side in late 
1950 and 1951, as the result of the conditions created by the outbreak 
of hostilities in Korea. 

Under the conditions that prevailed up to 1948-49, the limiting factors 
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in trade were mainly on the supply side. This was particularly true of 
the agricultural and raw materials sectors. The supply situation in these 
sectors had shown less improvement, relative to 1938, than in the manu- 
facturing sectors (Table 10). The tendency for the production of manu- 
factured goods to increase faster than the output of raw materials is a 
general postwar phenomenon. Because of the limitations of local re- 
sources of raw materials relative to manufacturing capacity, the effects 
of this tendency were felt more acutely in Western Europe than in other 
parts of the world. The Economic Commission for Europe noted that 
“Generally speaking, compared with prewar, the output of basic mate- 
rials in Europe has risen substantially less than industrial production 
and in some cases—such as coa], sulphur, timber and iron ore—it has 
fallen absolutely.” 


TABLE 3. TRADE LIBERALIZATION PERCENTAGES ACHIEVED BY MEMBER COUNTRIES 
oF THE OEEC witH Respect To THEIR PRIVATE TRADE 





1951 1952 





Jun 30 Dec 31 Jun 30 





Belgium- ——: 69.2 


Netherlands 


4 





1 The 1950 data are tentative. 
Source: OEEC. 


The demand for the commodities that enter into intra-European trade 
was largely controlled by government intervention in 1948, 1949, and 
the first half of 1950. Externally this intervention operated primarily 
through bilateral bargaining, and internally through the imposition of 
physical controls on imports and the allocation of foreign exchange ac- 
cording to an order of priority which favored “essential” imports. In 


33 Economic Survey of Europe in 1960, p. 83. 
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bargaining with partner countries, governments tried first of all to secure 
supplies of “essential” goods, and while orders of “nonessential’’ goods 
(i.e., largely manufactured consumer goods) could to a certain extent 
be forced upon a partner country, international trade was concentrated 
primarily on essentials. This accounts largely for the fact that, prior to 
the inauguration of the OEEC scheme, agricultural products, raw mate- 
rials, and machinery and equipment goods contributed much more than 
manufactured consumer goods to over-all intra-European trade expan- 
sion. (For details, see Appendix.) 

The inauguration of the OEEC scheme in mid-1950 changed the con- 
ditions of demand for goods entering into intra-European trade. On the 
one hand, bilateral bargaining between member countries tended to have 
a marginal rather than a predominant importance in their trade policies 
vis-A-vis each other, and, on the other hand, the scope of quantitative 
controls was reduced and licenses were more extensively granted to im- 
porters of commodities of European origin. These changes had an un- 
even impact on the three sectors. 


TABLE 4. TRADE LIBERALIZATION PERCENTAGES ACHIEVED BY MEMBER COUNTRIES 
or THE OEEC wits Respect To Private TRADE IN Category I, 
AGRICULTURAL AND Foop Propvucts 
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1 The 1950 data are tentative. 
Source: OEEC. 


Whether in a sellers’ or in a buyers’ market, the supply of raw mate- 
rials produced in Europe is inelastic. Production can increase but slowly, 
and an increase in demand can, in the short run, have very little in- 
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fluence on supply. The impact of the liberalization scheme on intra- 
European trade in raw materials was rather modest because member 
countries, before the inauguration of the scheme, were already importing 
from their partners about as much as could be obtained from the re- 
sources of the area, and any increase in demand such as occurred at the 
time of the Korean war was likely to be met mostly from overseas sources 
(see Appendix). It is thus natural that, throughout the period during 
which the scheme has been in force, the liberalization percentages for 
raw materials should have been consistently higher than the percentages 
for the two other categories (see Tables 4, 5, and 6). Of the 16 member 
countries, 9 had, as of April 1, 1954, achieved a liberalization percentage 
for raw materials higher than 90, 5 of them having exceeded the 99 per 
cent mark. Were it not for balance of payments reasons which have led a 
few countries (e.g., France, Turkey, and Iceland) to maintain a sub- 
stantial portion of their imports of raw materials under quota, a prac- 
tically complete liberalization of trade on private account would have 
been achieved by now in this sector. This might be expected if the fi- 
nancial position of certain member countries should be restored. In a 
few limited instances, however, the problem of government trading 
might still have to be faced. 


TABLE 5. TRADE LIBERALIZATION PERCENTAGES ACHIEVED BY MEMBER COUNTRIES 
or THE OEEC wits Respect To Private TRADE IN Catecory II, 
Raw MATERIALS 
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1 The 1950 data are tentative. 
Source: OEEC. 
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It is in the field of agricultural and food products that the OEEC 
liberalization scheme has met with its greatest difficulties. The reasons 
for this are well known: for a wide variety of reasons—social, political, 
defense, etc.—countries are not prepared to forego the means of checking 
imports of agricultural products by abandoning their restrictive quota 
practices and purchases through government agencies. Protection 
through other means (e.g., by customs duties), the impact of which on 
the market process would, in general, be less disturbing, is not regarded 
as an appropriate substitute, for quantitative restrictions are, from the 
point of view of domestic policy, a much more flexible protective device 
that may be employed at the time when the crops are marketed and sus- 
pended whenever imports of foodstuffs are needed (e.g., in the off season) 
or whenever there is a special emergency or for policy reasons (e.g., the 
enforcement of a policy designed to lower prices, as shown by experi- 
ments in France during 1952 and 1953). In these conditions it is not 
surprising that the liberalization percentages for agricultural products 
(Table 4) should have been consistently the lowest of the three cate- 
gories. The liberalization percentage for the OEEC area as a whole as of 
December 31, 1953 (66.8) was slightly lower than that reached on Decem- 
ber 31, 1950 (67.4).4% The consequences of this situation are of course 
much more serious for member countries whose staple exports consist 
largely of agricultural products; and to the extent that they have reached 
the upper liberalization brackets—as Denmark and Italy have done— 
the scheme appears to have forced them into readjustments more diffi- 
cult than those their partners have had to face. 

The relatively slight impact of the trade liberalization undertaking 
upon the agricultural and raw material sectors on either the supply side 
or the demand side is in contrast to developments in the manufactured 
goods sector. Demand in this sector became more elastic with the inau- 
guration of the scheme, and supply was much more elastic than in the 
other sectors, so that there was a remarkable shift (which was noted 
above) in its contribution to the over-all trade expansion. Calculations 
based on data which are still tentative for some of the partners in the 
scheme show that the percentage share of manufactured goods in intra- 
OEEC trade increased from about 35 in 1948 to about 40 in 1952, while 
that of raw materials decreased from 44 to 40, and that of agricultural 
products remained constant. 

Although it may be pointed out that the liberalization process in this 
sector has not followed an even course, and that at various intervals 

*“ This percentage was raised to an all-time high of 71.6 between December 1, 
1953 and April 1, 1954 (see Table 1), mainly as a result of the United Kingdom’s 
liberalization measures, which increased the United Kingdom’s liberalization 


—— in Category I from 58 to 86.7. The over-all liberalization percentage 
or agricultural products is still the lowest of the three categories. 
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TABLE 6. TRADE LIBERALIZATION PERCENTAGES ACHIEVED BY MEMBER COUNTRIES 
oF THE OEEC wits Respect To Private TRADE IN Catscory III, 
MANUFACTURED Goons 
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1 The 1950 data are tentative. 
Source: OEEC. 


certain of the major markets of the area have been less freely accessible 
than others to the products of member countries—the German market 
in 1951, the U.K. market for the greater part of 1952 and 1953, and the 
French market since early 1952—the OEEC trade and payments system 
has been a landmark in the reversal of the long-term trend toward self- 
sufficiency and the progressive disintegration of West European econ- 
omies. While this process was more marked in the thirties than in any 
other period, there is no reason to believe that it would have disappeared 
in the postwar years unless checked by a concerted and gradual move. 
In its review of intra-European trade developments in 1948, that is, 
during a period when such trade was still below the prewar level, the 
Economic Commission for Europe noted “several instances of severe 
cuts in trade*®. . . the most significant of [which] was that embodied in 


+5 E.g., between France and Belgium, Sweden and the United Kingdom, Norway 
and Belgium, Denmark and Switzerland. The Economic Commission states, 
‘Both Belgium and Switzerland, which had earlier made a notable contribution 
to the postwar restoration of intra-European trade by their liberal import policies 
and the extension of credits, were, in 1948, no longer prepared to grant fresh 
credits on any substantial scale and tended rather to press for the repayment of 
credits extended earlier. .. Both these creditor countries consequently tended to 
move towards a closer bilateral balancing of their accounts with other countries.” 
(Economic Survey of Europe in 1948, p. 138.) 
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the new trade agreement between Switzerland and Sweden, which repre- 
sented a complete departure from the former trade policies of the two 
countries and provided a striking example of downward bilateral balanc- 
in 7726 

It is true that there has been no spectacular displacement of “un- 
economic” industries, whose growth had been encouraged by shortages 
during the war and by protection after the war. This, however, was to 
be expected in view of the progressive and partial nature of the liberali- 
zation scheme. Radical and sudden changes in the production pattern 
of the area were never contemplated, since the ensuing economic dis- 
turbances would have imposed greater social and political strains than 
could be envisaged. As long as the liberalization system remains partial, 
certain ‘“‘uneconomic’”’ industries (and not necessarily only those which 
must be kept alive for reasons considered as fundamentally important) 
will find adequate protection either through what is left of quota restric- 
tions or through tariffs and subsidies, but this does not mean that progress 
in the direction of the single market has not been made and cannot be 
promoted further. While there have been notable examples of prolonged 
resistance to the implications of the OEKEC trade and payments system 
for national monetary and fiscal policies, the reasonable observance of 
the “rules of the game’’ by most of the more highly developed countries 
of the area has undoubtedly contributed to the restoration of a more 
satisfactory network of price relationships in Western Europe than 
existed before 1950. It would seem unlikely that this development should 
have had no impact on the pattern of production of the countries con- 
cerned or on its efficiency. In the face of a moderate increase in inter- 
national competition, the productive apparatus of highly developed 
industrial countries is flexible enough to permit changes in certain lines 
of production with only relatively minor changes in the combination or 
location of the factors of production. These changes may not be spec- 
tacular; their cumulative effects, however, may be of much greater im- 
portance than the unobtrusiveness of the process might suggest. 


Proposed modifications of the scheme 


The rather checkered course of liberalization, the reimposition of quota 
restrictions for prolonged periods by important member countries, and 
the risk that further setbacks might start a general process of trade 
contraction, which has been avoided so far, have led to the search for 
ways and means of improving the scheme. 

One of the main criticisms directed against its functioning is that a 
fair measure of reciprocity in the give-and-take process, which a liberali- 
zation undertaking of this nature should entail and which the Code it- 

26 Tbid., p. 141. 
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self recognized to be a condition of progress (Article 1), has not been 
ensured. The system has often been subject to strains by the lack of 
simultaneity and balance in the achievements of the various member 
countries. While the majority of members have, on a unilateral basis, 
exceeded the statutory liberalization percentages, a few countries have 
not been able to liberalize to the extent provided for by the Code, and 
some countries” are wide of the mark. Since liberalization measures are 
taken on a nondiscriminatory basis, members with a low percentage of 
liberalization have enjoyed the full advantages of the measures taken 
by their more advanced partners, while their own low percentages have 
had adverse effects on the commercial and financial situations of their 
partners. Italy, for instance, which has achieved one of the highest per- 
centages of liberalization, has experienced a drastic reversal in its EPU 
position, partly as the result of restrictions maintained by its partners 
on certain Italian exports (e.g., of agricultural products). 

This situation has been the subject of increasing concern in the OEEC. 
In a report on the future of trade liveralization, the Steering Board for 
Trade stated that “failure to apply effective reciprocity in the liberali- 
zation of trade’”’ was one of the major obstacles to further progress, and 
this view was endorsed by the OEEC Council of Ministers in its meeting 
of October 1953. The marked inequalities in the degree of liberalization 
not only make further progress extremely difficult but also involve greater 
risks. In countries that apply a large degree of liberalization, producers 
are complaining that they have to cope with foreign competition in their 
own markets, whereas exporters are deploring the fact that the markets 
of other members are closed to them. This pressure from commercial 
circles is increasing, and governments find it more and more difficult 
to resist it. Members which have attained a high percentage of liberali- 
zation complain that they find increased difficulties in their trade dis- 
cussions with member countries which maintain heavy quantitative 
restrictions, since they have lost the bargaining advantage that the 
possibility of modifying the amount of goods imported under quota might 
give them. 

Two main causes are at the root of these problems. The first is the 
large and prolonged imbalances in the EPU positions of certain coun- 
tries, which have meant that, in the absence of timely measures, these 
countries have had no alternative but to invoke Article 3c of the Code 
(suspension of liberalization measures for balance of payments reasons). 
The second is the persistence of protectionist tendencies. In certain 
countries the two causes are simultaneously at work, the maintenance 
of restrictions on imports serving jointly two purposes, namely, the pre- 


27 France, ag Iceland, and Greece. Austria has made substantial progress 


in liberalization and during 1954 attained the 75 per cent mark. 
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vention of excessive drains on foreign exchange resources and the pro- 
tection of high cost industries. In other countries, and more particularly 
in those which have no balance of payments problems, a reduction in the 
application of protectionist devices is to a large extent linked with the 
solution of the problems posed by the lack of reciprocity in the liberaliza- 
tion process and the instability of liberalization measures. 

These two obstacles to the satisfactory functioning of the liberaliza- 
tion system are being studied by the OEKEC with the closest attention. 
The search for solutions to the first set of difficulties (payments im- 
balances) involves the consideration of payments problems which are in 
the first instance the responsibility of the EPU Managing Board. These 
will not be covered in the following comments, which are concerned only 
with the trade side of the question. 

It was suggested at one stage that a more satisfactory functioning of 
the liberalization system might be promoted by a radical departure 
from the method of gradual removal of quantitative restrictions, and 
that the Council should decide that 100 per cent liberalization of trade 
should come into force at a fixed date, April 1, 1954 being proposed for 
this purpose. This proposal was subject to two conditions, namely, 
certainty that the European Payments Union would be prolonged for 
one year from June 30, 1954, and the reliberalization up to the statutory 
obligations by the major countries which at the time of the proposal 
had withdrawn their liberalization measures. The proposal also included 
the possibility that countries without balance of payments difficulties 
might maintain restrictions up to a limit of 5 per cent of their import 
trade during a probationary period of six months. 

It was recognized subsequently that a decision of this kind would be 
premature, and while the Council meeting at ministerial level in October 
1953 endorsed the objective of complete liberalization, the view was then 
taken that the most practical and suitable method of achieving it would 
be to urge member countries to accelerate the adoption of concrete 
measures that would make complete liberalization possible in the near 
future. 

The Council, after endorsing certain proposals presented by the Steer- 
ing Board for Trade, requested this group to pursue the study of ways 
and means of suppressing marked inequality in liberalization perform- 
ances and of promoting the stability of liberalization measures. The main 
feature of the proposals submitted by the Steering Board for Trade to 
the Council at that time concerned the strengthening of the conditions 
under which Article 3 of the Code would be applied, in such a way as to 
ensure that the spirit of this article would be observed,?* notably with 


% Article 3e of the Nae Py pa that ‘‘any Member country invoking the 


provisions of this Article shall do so in such a way as to avoid unnecessary damage 
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respect to the temporariness, nature, and scope of the measures taken 
by the countries invoking it. 

In a first set of proposals which the Council adopted in October 1953, 
the Steering Board for Trade outlined the general criteria under which 
the import program of a country invoking the escape clauses provided by 
the Code should be considered by the Organization. It was recommended 
(1) that such a country should maintain the traditional pattern of its 
imports from other member countries; (2) that its over-all economies in 
external expenditures should not be concentrated on such a limited range 
of products as to reduce imports of such products to an abnormally low 
level; and (3) that in imposing quota restrictions it should not unduly 
favor certain categories of imports and directly or indirectly discriminate 
against certain of its partners, notably through a more favorable treat- 
ment of the “quota sector”’ (i.e., imports admitted under quota previous 
to the reimposition of restrictions) than of the ‘‘ex-freed”’ sector. 

Following the recommendation of the Steering Board for Trade, the 
Council decided in May 1954 to strengthen the application of Article 
3c of the Code. A member country invoking these articles shall endeavor 
to ensure that its measures of trade liberalization should, twelve months 
after it has invoked Article 3c, cover at least 60 per cent of its total im- 
ports on private account and at least 50 per cent of such imports in each 
of the three categories specified in the Code, and at the end of eighteen 
months should cover at least 75 per cent of its total imports on private 
account and 60 per cent of such imports in each of the three categories, 
In addition, before a period of twelve months has expired, the situation 
of the member will be reviewed by the Steering Board for Trade and by 
the EPU Managing Board, which will report to the Council. 

The OEKC is also preparing a series of measures which will tend to 
meet the difficulties arising from the maintenance of barriers to trade for 
protectionist reasons. Progress in this field will probably depend upon 
the adoption of satisfactory solutions to the first set of problems. Mean- 
while, an investigation has been started, the purpose of which is to supply 
the Organization with detailed information on the nature, scope, and 
impact of the practices followed by member countries for the protec- 
tion of national industries, and governments have been requested to 
submit ‘justification concerning the maintenance of quantitative re- 
strictions on imports on private account for reasons other than balance 
of payments difficulties.” 

Recent decisions of the Council tending to restrict the freedom o 
member countries to offset the elimination of quantitative restrictions 
on private imports by transferring such imports to a monopoly under 





which bears especially on the commercial or economic interests of another Member 
country, and, 1n particular, shall avoid any discrimination as between one Membet 
country and another.” 
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government control have been mentioned above. A parallel undertaking 
is being launched in the field of tariffs. Special problems have been en- 
countered in this respect because of the risk of conflict with obligations 
under the GATT. It has been suggested that the OEEC countries should 
concentrate their efforts on a more liberal tariff policy for items that are 
of primary importance in European trade, subject to the proviso that a 
reasonably balanced list of such items could be established and that 
action by these countries should form part of a world-wide scheme. In 
consultation with the other international organizations concerned, a 
“European Commodities List” (i.e., commodities which are imported by 
member countries almost exclusively from one another) is in prepara- 
tion. 


Appendix. The Course of Intra-European Trade, 1948-53 
Over-all changes 


Chart 1 shows the development of the volume of imports of OEEC 
(metropolitan) countries combined from OEEC Europe and from the 
rest of the world (including territories dependent on or associated with 


OEEC metropolitan countries), while Table 7 shows changes in the value 
of trade. 


Cuart 1. INDEX oF VoLUME oF Imports oF OEEC Countries CoMBINED! 
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1 The data for 1938 are tentative. For description of data in the chart, see text. 
Sources: OEEC Statistical Bulletins. 
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The chart shows that from 1947 onward, with the exception of the 
period from mid-1951 to mid-1952, continuous progress was made by 
the OEEC couniries in the expansion of trade among themselves. From 
1947 to 1950, progress was particularly rapid. Imports from the rest of the 
world, on the other hand, remained relatively stable from 1947 to 1950, 
but they increased a little more between 1950 and mid-1951 and decreased 
a little less between mid-1951 and mid-1952 than intra-OEEC imports; 
from mid-1952, however, the growth of intra-OEEC imports was greater 
than that of extra-OEKEC imports. 


TaBLE 7. VALUE OF TRADE OF OEEC MemsBers ComMBINED, 1947-53 
(In billions of U.S. dollars) 





1948 1949 1950 1952 19531 





1. Total exports. ... , 18.9 19.8 ; 27.1 (26.4) 
2. Total imports.... : 25.0 24.3 , 32.3 (30.8) 


3. Intra-OKEC 
8.7 9.7 13.2 (13.0) 


4, Extra-OEEC im- 
_ (2 minus 





16.3 : ; 19.1 (17.8) 
1 Half-year trade at annual rate. 


Extraordinary financing continued on a large scale in 1950 and 1951 
under the Marshall Aid Program and began to taper off from 1952 on- 
ward. Moreover, the violent outburst of activity in increasing raw mate- 
rial stocks (fed to a much larger extent from overseas supplies than from 
European supplies, for reasons discussed above), which took place in 
1950 after the opening of hostilities in Korea and continued in 1951, was 
a factor of much greater importance in the development of the trade of 
the OEEC area than any other factor originating within the area during 
this period. It was only during 1952 that the general conditions of in- 
ternational trade became less abnormal, and since at the time this paper 


was written statistical information did not extend beyond the first half 
of 1953, the period of time to which analysis could be directed was too 
short to permit definitive conclusions. 

It may be remarked, however, that the higher rate of growth of intra- 
OEEC imports relative to that of extra-OEKEC imports (excluding mil- 
itary items) between mid-1952 and mid-1953 coincided with a substantial 
increase in liberalization percentages (see Table 3). 


Changes in commodity composition 


A liberalization scheme of the OEEC type permits market demand to 
operate more selectively; it may therefore be expected to affect the 
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commodity composition of trade. These effects, of course, are a con- 
sequence of changes in the supply of goods that become available for 
export; in the present status of available information, these changes can 
be gauged only indirectly. But even changes in the commodity com- 
position of intra-European trade from 1948 onward are extremely diffi- 
cult to follow because statistical sources are uncomfortably deficient 
in adequate information permitting a systematic comparison of trade 
by commodity groups at different periods. There are no statistics for 
intra-European trade on the basis of a constant price and commodity 
classification covering the whole period.?® An attempt may nevertheless 
be made to show how the intra-European trade of some of the more 
important trading countries of the OEEC developed after 1948 in the 
three commodity groups distinguished in the Code of Liberalization. 


TaBLE 8. QUARTERLY AVERAGES OF Imports oF NinE OEEC CountRIEs FROM 
AutL METROPOLITAN OEEC Covuntriss, SELECTED PERrIoDs! 


(In millions of U.S. dollars) 

















Entire First 3 Entire 2nd ist 
Year Quarters Year Half Half 
1948 1949 1950 1950 1951 
Agricultural products........ 349.9 429.3 504.0 549.9 545.0 
Raw materials 
Other than fibers.......... 554.7 669.0 654.3 699.9 845.5 
Textile fibers.............. 97.4 115.1 174.2 191.4 227.0 
652.1 784.1 828.5 891.3 1,072.5 
Manufactured goods 
Machinery and vehicles.... 240.5 282.4 289.5 298.7 358.5 
Chemical products......... 70.2 69.5 93.6 106.8 142.4 
Textiles.............c0000% 107.0 110.0 150.8 155.5 252.1 
Cli ESA anne reenter are 98.6 117.2 234.5 144.6 193.2 
516.3 579.1 674.8 705.6 946.4 
Errors and omissions........ 74.8 39.5 46.5 59.7 58.1 
ROCA idea gnd enone. 1,593.1 1,832.0 2,053.8 2,206.5 2,622.0 





1The nine countries are Belgium-Luxembourg, Denmark, France, Germany, 
Italy, Netherlands, Norway, Sweden, and United Kingdom. 
Source: OZEC Foreign Trade Statistical Bulletins, Series I, December 1951. 


Table 8 presents data (expressed in current dollar values) on the 
quarterly averages of the intra-European trade of nine of the more im- 
portant trading countries of the OEEC in 1948, the first three quarters 


* OEEC trade statistics, which were originally classified by commodities in 
accordance with the OEEC nomenclature (with reference to which the classifica- 
tion by the Code of Trade Liberalization between agricultural products, raw 
materials, and manufactured goods was defined), were adapted in the course of 
the period under review to the Standard International Trade Classification 
(8.7.7.C.), which has been adopted by several international organizations. 
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of 1949, the entire year 1950, the second half of 1950, and the first half 
of 1951; Table 9 shows the percentage changes in these averages; and 
Table 10 describes developments in the supply situation. 

There are certain differences between the commodity composition of 
each of the three broad groups of imports in Table 8 and the categories 
distinguished by the Code, which statistical difficulties make it impossi- 
ble to avoid. The main discrepancies concern the classification of “textile 
fibers” and ‘“‘chemical products,” which belong partly to the ‘‘raw mate- 
rials” and partly to the “manufactured goods” categories. In Table 8, 
“textile fibers” is listed separately under ‘“‘raw materials,” and “chem- 
ical products” is listed separately under “manufactured goods.” 

While the intra-European imports of the nine countries covered in 
Table 8 increased by 15 per cent in value between 1948 and 1949, the 
rise in imports of both agricultural products (23 per cent) and raw mate- 
rials (20 per cent) was substantially higher than that of manufactured 
goods (12 per cent); and in the last group, imports of machinery and 


TaBLE 9. PERCENTAGE CHANGES IN CURRENT DoLuAR VALUES OF INTRA- 
European Imports oF Ning OEEC Covunrtriss, SELECTED PrErrops! 








1948 1949 1949 to 2nd Half 1950 
to to to 

1949 1950 Half 1950 1st Half 1951 
Agricultural products............... 23 17 28 -1 
Raw materials...................005 20 6 13 20 
Other than fibers................. 21 —2 4 20 
Textile fibers..................... 18 51 66 20 
Manufactured goods...... ......... 12 17 20 35 
Machinery and vehicles........... 17 2 7 16 
Chemical products................ _ 53 54 33 
PRAUIOG sh 8s salen nto abe ncaees ees 3 36 40 60 
MO RIUR sists ec dese nee ened eon 18 20 24 34 
TRAUB cise de erasbica tein hs crs ens 15 ll 19 20 





1 For periods compared and source and description of data, see Table 8. 


vehicles increased by 17 per cent, while those of textiles rose by only 3 
per cent, and those of chemical products remained practically stable. 
In view of the fall between 1948 and 1949 in the average unit value of 
intra-European imports, in the prices of imported foodstuffs,®° and in 
the prices of imported raw materials,*! the increases in the volume of 
total imports and in the volume of imports of agricultural products and 


% Price indices of imported foodstuffs for OEEC countries combined from all 
sources (1951 = 100) were 94.8 in 1948, 84.6 in 1949, 94.6 in the second half of 1950, 
and 101.1 in the first half of 1951. (OHEC General Statistical Bulletin, No. 6, 
November 1953, p. 79.) 

31 Price indices of imports of crude materials from all sources (1951 = 100) 
were 65.8 in 1948, 57.9 in 1949, 85.8 in the second half of 1950, and 111.7 in the first 
half of 1951. (OEEC General Statistical Bulletin, No. 6, November 1953, p. 79.) 
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of raw materials were greater than the increases in value shown in the 
table. 

A comparison between (1) the contribution of the various commodity 
groups to the rise in the total value of imports in the second half of 1950 
and the first half of 1951 and (2) that noted for 1949 reveals a remarkable 
change. In the 1950 and 1951 periods, imports of raw materials rose by 
13 per cent and 20 per cent, respectively, while imports of manufactured 
products rose by 20 per cent and 35 per cent; in other words, there was a 
reversal from the changes noted between 1948 and 1949. Moreover, if 
these figures are judged against the background of price rises subsequent 
to 1949, which were much steeper for raw material products than for 
manufactured articles, the conclusion emerges that the reversal of the 
value figures understates the change that would be shown by volume 
figures. 

TaBLE 10. InpiIcEs oF INDUSTRIAL AND AGRICULTURAL PrRopucTION IN OEEC 
Countries CoMBINED, 1948-51! 











(1988 = 100) 
Manufacturing Industries 
Agricultural 
Industrial com tee Cap ae ees “Ee 
Production Total } al icals tiles steel® tobacco* Quarrying Consumption 
0 re 98 97 104 101 90 (...) (82) 84 94 
| | See 110 110 120 118 100 (105) (92) 91 104 


ener 122 122 130 140 112 (114) (100) 94 111 
ist half 1951.. 135 135 147 167 121 (125) (96) 102 122 





1 These data have been adapted from production indices (1950 = 100) pub- 
lished in OEEC General Statistical Bulletin, No. 6, November 1953, pp. 2 and 4. 

2Since the OEEC General Statistical Bulletin does not give a separate index 
for crude steel = these indices have been derived from production 
figures given in Economic Survey of Europe in 1951 (U.N. Economic Commission 
for Europe), p. 182. In its total manufacturing index, the OEEC includes the 
group, basic metal industries, for which, however, data are available only from 
1948 onward. For the period covered by this table, the indices (1950 = 100) for 
basic metal industries are as follows: 80 in 1948, 91 in 1949, 103 in second half of 
1950, and 116 in first half of 1951. 

3 These indices are based on 1950 = 100, since an index for 1938 is not avail- 
able in OEEC source. 

‘Whole year 1951. 


Observations on changes in the imports of agricultural products are 
less clear-cut. The figures in Table 9 show that, in value terms, the per- 
centage rise of imports between 1949 and the second half of 1950 was 
larger in this group than in the other two. This is probably to be ac- 
counted for largely by the seasonal rise in agricultural trade during the 
autumn; moreover, on account of the rise in the price of imported food- 
stuffs in this period (about 10 per cent), the increase in the value of such 
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imports was, presumably, much higher than the increase in volume, 
Furthermore, given the fact that the contribution of imports of agri- 
cultural products to the rise in the value of total imports was moderate 
in 1950 (17 per cent) and negative in the first half of 1951, the trend of 
imports in this sector, in terms of volume, seems to have been closer to 
that in the raw materials sector than in the manufactured goods sector. 

Within each broad category of imports, there were marked differences 
between the trend of particular groups of products and that of the cate- 
gories in which they are classified. In the raw materials category, the 
trend of the group “other than fibers” (whose weight in the category 
was much greater than that of fibers) was the same as that of the whole 
-bector. A similar trend was shown by the group “machinery and ve- 
chicles” in the manufactured goods category; but the three other groups 
in the manufactured goods sector and “textile fibers” in the raw mate- 
rials sector followed markedly different trends. The shift in the trend of 
trade in “chemical products” and “textiles” is particularly noteworthy. 


TaBLE 11. PeRceNTAGE INCREASES IN TEXTILE Prices, SEPTEMBER 1949 To 
Fresruary 1951! 





Wholesale Prices 








Import Prices 
eet ae Raw Finished Retail Prices 
setetimeanens materials | manufactures of Clothing 
— Bie ne raters lla een Meneses 166 130 63 16 
SR ten nO Coote 102 162 97 13 
Germany (U.K./U.S. Zone). . 113 85? 122 1 
of SE ee oem oct ree 663 43 44 17 
Ne RPIANGS’. << o<64.cis5 «stereos 144 118 62 40 
BWEGEO oases iss eae eee sks 106 81 45 12 
a) 
United Kingdom............ 190 115 8 





1 These percentage changes are based on indices of textile prices. 

2 Third quarter 1949 to December 1950. 

3 September 1949 to January 1951. 

Source: U.N. Economic Commission for Europe, Economic Survey of Europe 
in 1960, p. 131. 


As for textiles, while the steep rise in prices in the second half of 1950 
was responsible to a large extent for the swelling of current values of trade 
in textile fibers in this period, this impact on the price of manufactured 
textile products was presumably neither prompt enough nor large enough 
to explain the 40 per cent difference between the value of imports of those 
products in 1949 and in the second half of 1950. The 60 per cent increase 
between the latter period and the first half of 1951 also seems out of pro- 
portion to the price rises. Indices of prices of imported fibers from all 
sources for OEEC member countries combined were (1951 = 100) 61.3 in 
1948, 58.6 in 1949, 91.1 in the second half of 1950, and 118.2 in the first 
half of 1951. A further illustration of this point may be found in Table 11. 
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Canada’s Capital Inflow, 1946-53 


R. A. Radford* 


INCE the end of World War II, Canada has undergone a period of 
rapid economic development which has been accompanied by a 
rising inflow of private long-term capital from the United States. Over 
much of the period, and especially since the introduction of a fluctuating 
exchange rate in October 1950, there have also been important move- 
ments of short-term funds. Canadian experience with both types of 
foreign capital has been extensive enough to be of general interest as an 
illustration of the conditions which attract foreign capital, and of the 
impact of that capital on the domestic economy as well as on the pay- 
ments position and exchange rate policy. 

Between 1946 and 1953 the net inflow of private capital into Canada 
amounted to about $1,540 million, plus over $1,200 million in reinvested 
profits.! Virtually the whole of these receipts originated in the United 
States, and the gross value of U.S. long-term holdings rose from $5,000 
million in 1946 to $8,600 million in 1953. Holdings by overseas countries 
rose meanwhile by $500 million, to $2,600 million, entirely as a result 
of reinvested profits. 

Long-term receipts from the United States, apart from reinvested 
profits, consisted principally of direct investment by U.S. business firms 
in affiliated Canadian companies or branches. Before 1951 direct in- 
vestment receipts were largely offset by net redemptions of portfolio 
securities; since that year, however, there have also been important 
net receipts from the proceeds of new issues. The wartime inflow of 
short-term funds came to an end in 1946, and transactions thereafter 
were light through 1949. Since then, short-term capital movements 
have been more volatile, first reinforcing and then neutralizing the long- 
term flow. In 1950, the expectation of an appreciation of the Canadian 
dollar led to an inflow of $770 million. The movement reversed itself 
after the middle of 1951, and in 1952 there was an outflow ($600 million), 
which continued, though on a much reduced scale, through 1953. 

The postwar inflow of long-term capital has coincided, like capital 
receipts in earlier years, with a period of heavy domestic investment. 
However, external receipts of new long-term capital were equivalent to 

* Mr. Radford, economist in the North American Division, is a graduate of 
the University of Cambridge. 

1 This paper is concerned primarily with private capital movements; inter- 


government transactions, while almost as large as receipts on private account 
since the war, are not specifically discussed. Figures are in Canadian dollars. 
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only 12 per cent of net domestic investment between 1948 and 1953, 
against 25 per cent in 1928-30. In further contrast to earlier periods, the 
bulk of the postwar inflow has consisted of equity capital. Over half of 
the postwar receipts of direct investment capital from the United States 
have entered the extractive industries (oil and metal mining), in contrast 
to earlier concentrations in manufacturing industry and commercial 
and financial services. This has been especially true since 1951. Since 
metals, together with pulp and paper, are among the principal export 
industries, it appears that the recent inflow has been stimulated largely 
by the increased demand for Canadian exports in the United States, 
New issues of Canadian securities in the United States have consisted 
almost entirely of bonds, issued by provincial and municipal govern- 
ments. The swing from net redemptions through 1950 to net borrowing 
in the last three years is the result of rising capital requirements in 
Canada, the relative rise in Canadian interest rates, and, to some extent, 
of changes in the rate of exchange. 

Short-term capital movements (transactions in outstanding Canadian 
securities, commercial credit, and changes in bank balances) have re- 
sponded principally to exchange rate movements and to shifts in relative 
interest rates in Canada and the United States. These forces largely 
accounted for the inflows of 1941-46 and 1950 and for the various inward 
and outward movements since the inception of the fluctuating rate in 
October 1950. 

Canada’s success in attracting private capital from the United States 
appears to have been due to both the existence of profitable investment 
opportunities in the expanding domestic and export markets and the 
absence of obstacles to the international movement of funds. These con- 
ditions have resulted in a level of corporate profits after tax slightly 
higher than in the United States. Also, bond yields are typically as much 
as 1 per cent higher than in the United States. External capital is not 
subject to discriminatory regulation or taxation, and both profits and 
capital may be withdrawn without restriction. In addition, policies di- 
rected to the avoidance of inflation and of direct controls over 
the domestic economy have probably helped to attract external funds. 

Over the past 25 years the capital and current account balances have 
tended to reinforce one another during periods of fixed exchange rates, 
_ and to offset one another during periods of fluctuating rates. These 
trends have been due largely to short-term capital movements. Through- 
out there has been a tendency for periods of long-term receipts to coincide 
with current account deficits resulting from a high rate of domestic in- 
vestment. This illustrates the effects of a long-term inflow in supple- 
menting the internal resources of the economy and in permitting a higher 
rate of investment than would otherwise have been possible. 
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In addition to financing a series of current account deficits, the post- 
war inflow has strengthened the structure of the current account, since 
it has been concentrated in the export and import-saving industries. 
Moreover, although investment income payments have risen as a result 
of the postwar capital inflow, the burden of these payments has fallen— 
from 17 per cent of current receipts in 1927-29 to 7 per cent in 1952 
and 1953. 

The relation of short-term capital movements to the current account 
balance has varied with the exchange rate system. In 1950, prior to the 
inception of the fluctuating rate, a strengthening of the payments posi- 
tion as a result of long-term capital receipts and increased exports to the 
United States led to a speculative inflow of short-term funds, which was 
the proximate cause of the decision to suspend support of the fixed 
exchange rate. Since then, the rate of exchange has tended to move in 
response to the balance on current and long-term capital account; these 
movements of the rate have in turn evoked short-term capital move- 
ments in the opposite direction, which have worked, in the absence of 
official intervention in the market, to stabilize the rate within a rela- 
tively narrow range. These equilibrating movements, however, have 
depended largely on the confidence of investors in the stability of the 
economy and hence in the long-run appropriateness of the exchange rate. 
Over the past three years, market opinion appears to have changed so 
as to accept the suitability of a somewhat higher rate than formerly. 

While the capital inflow has served to accelerate the development of. 
the Canadian economy, it has at times intensified the problems of main- 
taining internal monetary stability in the face of inflationary pressures. 
This was particularly the case during the period of fixed exchange rates, 
when capital and current account surpluses tended to coincide. In those 
years, the effects of movements in the balance of external transactions 
were met largely by insulating the credit base from the effects of move- 
ments in the international reserves and by the achievement of budgetary 
surpluses. In 1950, however, it was felt that the inflationary effects of 
the capital inflow could no longer be restrained by these means, and 
it was decided to meet the problem by permitting the exchange rate to 
fluctuate. Since then the monetary position has been substantially in- 
sulated from the pressure of external transactions. 


The Cycle of Capital Movements 


Canadian economic development since the end of World War II has 
been based on a high rate of domestic capital formation. New domestic 
investment in fixed capital, net of replacement needs, amounted to about 
$14,000 million in the seven years 1946-52, the annual rate rising from 
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8 per cent of net national income in 1946 to 17 per cent in 1952. In the 
same period there was a net inflow of private external capital of about 
$1,210 million; domestic development was aided also by the reinvestment 
of profits by nonresident concerns of considerably more than $1,000 
million. The contribution of foreign capital under both headings was 
thus equivalent to about 17 per cent of net domestic fixed capital 
formation. 

The inflow of private capital into Canada since the war is a resumption 
of a long established movement. Over the past 50 years there has been a 
large inflow into Canada of foreign capital, which has entered the country 
in a series of waves. The first of these was from 1900 to 1918, with a 
distinct peak between 1908 and 1914; a second wave came after World 
War I, from 1920 to 1924; and a third from 1929 to 1932. From 1933 
through 1940 there was a consistent repatriation of capital, principally 
through the redemption of Canadian securities and the liquidation of 
other long-term assets, which was apparently attributable to the stagna- 
tion and lack of confidence that characterized those years. Private 
capital imports were resumed during 1941 and continued through 1945, 
principally in the form of purchases of Canadian bonds. 

Apart from the inflow during World War II, all of these successive 
periods of capital receipts, including the present phase, have exhibited 
broadly similar characteristics. As might be expected, they have coin- 
cided fairly closely with periods of high domestic capital formation and 
with periods of current account deficits.2 The most recent inflow, be- 
ginning about 1948, differs from its predecessors in size and in the con- 
position and destination of the funds; it is also different inasmuch as 
there have been important fluctuations in short-term capital receipts. 

All of the recent inflow of new capital has entered Canada from the 
United States; and it has comprised about 40 per cent of the net outflow 
of U.S. long-term capital to all areas. On balance the sterling area and 
other countries have in recent years withdrawn funds from Canada 
(Table 1). 

The United States has been almost the sole external source of new 
capital for Canadian development since World War I. Up to 1914 the 
United Kingdom provided more than two thirds of the external capital 
entering Canada, but this movement was not resumed after 1918. Since 
1927 there has been an almost continuous repatriation of capital to the 
United Kingdom; this was accelerated during World War II by the 
exigencies of war finance. There was a small volume of investment by 
other European countries during the late 1920’s, and another inflow, 
probably of refugee capital, during the late 1930’s. At no time, however, 


* The coincidence with domestic capital formation is illustrated in Chart 4; 
that with current account deficits is shown in Chart 8. 





CANADA’S CAPITAL INFLOW, 1946-53 
TaBLE 1. Net Private CapiTaL REcEIPTS BY CaNaDA, 1946-53! 
(In millions of Canadian dollars) 





Source® 1946 1947, 1948 1949) 1950 1951 





United States....... 88 —164 
Sterling area?* —-126 —33 
Other countries 2 —62 


OU Soca wesees —36 —259 





1 No sign indicates net inflow; minus sign indicates net outflow. 

2 By country of transmission. The statistics do not distinguish the country of 
original ownership; thus the figures for the United States include any non-U.S.- 
owned funds transmitted from the United States to Canada. 

Excludes changes in sterling area holdings of Canadian dollars and in 
Canadian-held sterling balances. 

Sources: Dominion Bureau of Statistics, The Canadian Balance of Inter- 
national Payments, 1946-52 and 1968 (Ottawa, Canada). 


have countries other than the United States and the United Kingdom 
been an important source of capital for Canada (Chart 1). 

Similar results are shown by an examination of the growth in value of 
outstanding investments, which takes account of reinvested profits 
as well as of new capital. During the eight years, 1946 through 1953, 
US. holdings increased in value by approximately $3,600 million, com- 
pared with an increase of about $500 million in the gross book value of 
U.K. and other long-term holdings in Canada. These developments are 
reflected in Chart 2, which brings out clearly the previous decline in 
U.K. holdings. The U.K. share of private external holdings in Canada 
declined from 44 per cent in 1926 to 18 per cent in 1953, while that of 
the United States rose from 53 to 77 per cent.® 


Canadian Exports of Capital 


Simultaneously with the postwar inflow of capital into Canada there 
have been external investments by Canadians which, while small in com- 
parison with Canadian receipts, are by no means unimportant in ab- 
solute terms. Between 1945 and 1953 the value of private Canadian 
holdings of long-term external assets increased by $860 million, from 
$1,341 million to $2,200 million.‘ 


* If intergovernment indebtedness is taken into account, the creditor position 
¢ beg United Kingdom with Canada was almost extinguished as a result of World 

ar IT. 

‘ These figures take no account of short-term private credits or changes in the 
external assets of Canadian insurance companies and banks. Movements in official 
reserves and intergovernment credits are also excluded. 
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Cuart 1. Net Private Capitat Receipts By CaNnapDA, 1927-53 


(In millions of Canadian dollars) 
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1 Data for “other countries’’ for 1940-45 are included with United States. 

* Excludes changes in sterling area holdings of Canadian dollars and in Cana- 
dian-held sterling balances. Data are for British Commonwealth, 1938-45, and for 
sterling area, 1946-53. 

Sources: Dominion Bureau of Statistics, The Canadian Balance of International 
Payments: 1926 to 1948; 1946-52; and 1953 (Ottawa, Canada). 
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Caarr 2. Houpines or CANADIAN ASSETS BY RESIDENTS OF OTHER COUNTRIES, 
AND CANADIAN Ho.pinGs IN OTHER CouUNTRIES, SELECTED YEARS, 1926-53! 


(In billions of Canadian dollars) 
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1 Long-term investments. Includes Newfoundland beginning with 1949. The 
data for 1953 are preliminary. 

2 Excludes official reserves and investments by insurance companies and banks. 

Sources: Dominion Bureau of Statistics, The Canadian Balance of International 
Payments: 1996 to 1948; 1948-52; and 1958 (Ottawa, Canada). 
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The greater part of this increase took the form of investment in the 
United States, which rose from $864 million in 1945 to $1,505 million 
in 1952. Most of the increase was in direct investments, which more 
than doubled in value (from $455 million to $966 million), mainly as a 
result of the reinvestment of profits by Canadian-owned concerns; 
portfolio holdings, which had amounted to $409 million in 1945, rose 
also, by $130 million. 

Private Canadian holdings in the United Kingdom have remained 
steady at around $100 million since the end of the war, but there has 
been an increase of about $40 million, to $138 million, in investments in 
the outer sterling area. In both cases an increase in direct investments 
was partly offset by a liquidation of portfolio holdings. As regards the 
rest of the world, Canada appears on private account to be a net creditor 
in Latin America and a net debtor in Europe. Direct investments in 
these areas fell by $30 million between 1945 and 1952, as a result of the 
sale to U.S. investors of a large oil holding in Latin America, but portfolio 
holdings increased and the total value of Canadian holdings in these 
areas rose by $77 million, to $359 million. 

Although Canadian external investment since the war has been ap- 
preciable in absolute terms, and certain individual projects have been of 
considerable importance, capital exports have remained small in com- 
parison with domestic investment and the capital inflow. This has been 
in spite of the fact that Canada has a per capita income second only to 
that of the United States and a rate of private saving nearly as high.‘ 
It is true that Canadian development is being financed increasingly out 
of domestic savings, which is a normal and almost predictable develop- 
ment as income per capita rises. So far, however, there have been no 
outward signs of a change from net borrower to net lender status. 

The reasons appear to lie mainly in the greater attractiveness of in- 
vestment opportunities in Canada itself, which have retained domestic 
capital in Canada at the same time that they have attracted external 
funds. In some instances, mainly in manufacturing industry, market 
opportunities in the United States have been attractive enough to 
overcome the pull of domestic development and to lead to direct in- 
vestments by individual Canadian firms; there has been some repatria- 
tion of funds, even from the United States, during recent years, but the 
value of Canadian holdings has on balance increased since the end of 
World War II. Outside the United States such opportunities appear to 
have been comparatively few, and Canadians have presumably been 
deterred by the same obstacles which have affected U.S. investors. 


5 Between 1950 and 1952 national income per capita averaged $1,182, against 
$1,751 in the United States, and private savings per capita averaged $136, against 
$158 in the United States. All figures are in Canadian dollars. 
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Composition and Timing of U.S. Capital Flow 


Long-term investment of U.S. funds in Canada has taken the form of 
direct investment in affiliated companies, and of portfolio purchases of 
new Canadian security issues; Chart 3 and Table 2 suggest that the 


Cuart 3. Composition or U.S. Capitau INFLow To CANADA, 1927-53 
(In millions of Canadian dollars) 
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1 For 1938-45, includes all other non-Commonwealth countries. 

? For 1938-45, direct investment is included with other capital. 

Sources: Dominion Bureau of Statistics, The Canadian Balance of International 
Payments: 1926 to 1948; 1946-52; and 1958 (Ottawa, Canada). 
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fluctuations in these forms of investment have been more or less parallel. 
Short-term capital movements are interpreted as including transactions 
in outstanding securities and “other” capital movements.* The available 
statistics suggest that these two types of capital movement have fluctu- 
ated under the impact of different influences. 


TaBLE 2. Capitan MovEMENTS BETWEEN THE UNITED STATES 
AND Canapa, 1 1 


(In millions of Canadian dollars) 





1951 1953 





Direct investments. 270 
New issues (net).... 
Trade in outstand- 
ing securities 
Other capital (net) . 
Canadian _invest- 
ment in U'S...... 


New capital in- 
flow (net) 





‘ 1 a sign indicates inflow to Canada; minus sign indicates outflow from 
anada. 

Sources: Dominion Bureau of Statistics, The Canadian Balance of Inter- 
national Payments, 1946-52 and 1958 (Ottawa, Canada). 


The long-term component of the postwar capital flow from the United 
States has been somewhat more stable than the short-term. During and 
immediately after the war there was an efflux of long-term funds, as 
receipts for direct investment failed to cover the outflow for net re- 
demptions of Canadian securities. Since 1948, however, long-term capital 
has been entering in increasing volume. Direct investments rose rapidly 
from $61 million in 1948 to $200 million in 1950 and to $330 million in 
1952. New issues of Canadian securities in the United States, which 
exceeded retirements for a short time in 1948, revived strongly in 1951-53 
and raised the total long-term inflow to more than $500 million in each 
of the last three years. 

In contrast, short-term capital movements have fluctuated more 
widely. U.S. purchases of outstanding Canadian securities were heavy 
during the war but fell away between 1946 and 1949. In 1950 they rose 
precipitously to about $770 million, largely as a result of expectations of 
an appreciation of the exchange rate. During 1951 the various types of 
short-term transaction were largely offsetting, an inflow during the first 
half of the year being nearly matched by an outflow in the second half. 


* The validity of this rough ae the forces influencing the behavior 


of the various types of transaction, are discussed more fully in later sections. 
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Subsequently, as the exchange rate rose in 1952, there was a heavy out- 
flow of short-term capital of almost $600 million. These movements 
added importantly to the steady inflow of long-term capital in 1950, 
but completely neutralized it in 1952. 

From this analysis it is evident that the over-all capital outflow in 
1952 did not mean that the postwar capital inflow from the United 
States had run its course and reversed itself. In fact, during 1953 net 
receipts of private capital from the United States amounted to $258 
million; long-term receipts amounted to $527 million but there was a 
net outflow of $226 million in short-term funds, while Canadian invest- 
ments in the United States amounted to $43 million. Direct investment 
receipts were higher than in 1952, but net new issues were appreciably 
lower, after allowance is made for the $75 million redemption ahead of 
maturity of Canadian Government bonds in the second quarter. 

As shown by Table 2, direct investments, the most stable of all forms 
of international investment, accounted for about three quarters of the 
new capital inflow (apart from reinvested profits) in the eight years 
1946-53; and subscriptions to new issues, net of redemption, for a 
further 11 per cent.? The more volatile short-term elements—the trade 
in outstanding securities and other capital movements—together ac- 
counted for only 14 per cent of the receipts. The trade in outstanding 
securities, furthermore, included U.S. purchases of Canadian stocks of at 
least $80 million and another $144 million of receipts arising from the 
continuing sale of Canadian holdings of U'S. securities of all types, both 
of which are probably more of a long-term than a short-term character. 
U.S. purchases of Canadian bonds, amounting to $386 million for the 
period as a whole, were thus substantially balanced by outward move- 
ments of other forms of short-term capital. Table 2 also shows a small net 
movement of Canadian long-térm funds to the United States, liquida- 
tions of direct investment holdings prior to 1950 having been reversed 
in the next three years. 

In addition to transactions which involve international transfers and 
so influence conditions in the exchange market, the reinvestment of 
profits by nonresident concerns must be taken into account in order to 
assess the part played by external capital in Canadian development. 
The estimates of reinvested profits shown in Table 2 and in the section 
on direct investment in Chart 3 indicate the importance of this source 
of external capital. In the eight years through 1953, such reinvestment 
by U.S. firms amounted to $1,157 million, compared with the actual 
inflow of $1,794 million in new capital. In the immediate postwar years, 


™The predominance of direct investments is peculiar to the postwar period. 
Before the war, as Chart 3 shows, subscriptions to new issues were the principal 
vehicles for capital inflow from the United States. 
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1946-49, they were of even greater importance, being, as the chart 
shows, the principal source of external capital. 


Long-term capital receipts 


In past years, long-term capital tended to flow into Canada most 
actively during periods of high domestic investment, although the 
movements have not corresponded exactly, since changes in receipts 
have tended to lag behind changes in domestic investment by one or 
two years. Thus, as Chart 4 shows, domestic investment reached a 
peak in 1929, while capital receipts continued to rise until the following 
year; after the depression, domestic investment began to recover in 
1934 while capital flowed out increasingly until 1936; after the war, 
domestic investment began to rise as early as 1945 but the net capital 
inflow did not begin until 1948. 

The persistence of a high rate of capital receipts in 1930 may be ex- 
plained in part by the need to complete projects already begun before 
the recession, although Canadian Government borrowing to support the 
exchanges was also a factor. The lag in the postwar upswing is less readily 
explained. It may suggest that in recent years external capital has been 
attracted to Canada only by the recognition, after an interval, of the 
profit opportunities resulting from domestic expansion; in other words, 
that U.S. capital has been a marginal influence induced by internal de- 
velopments, rather than an autonomous factor which has played its part 
in stimulating the internal process. 

Such a generalization would be dangerous, however. In the first place, 
the extent of the lag is somewhat exaggerated in Chart 4. In particular, 
the sharp increase in external receipts from 1949 onward was due partly 
to erratic movements in new issues, which are discussed below; the rise 
in direct investment, as shown by the separate curve on Chart 3, was 
more nearly parallel with internal investment. In the second place, there 
is reason to believe that the especially sharp increase in direct invest- 
ment in 1950 represented a second wave of external capital flow, super- 
imposed on the earlier flow, and responding more directly to the needs 
of the U.S. economy than to the expansion of the Canadian market’ 
Furthermore, the lag and the sharp increase in capital receipts character- 
ize only the flow of new money; reinvested profits, which are affected by 
the volume of past investments as well as by present opportunities, have 
been fairly stable since the end of the war. From this it appears that 
established nonresident concerns have closely followed the investment 

8 This inference is drawn from the difference in industrial destination of the 


capital. As described further below, the investment flow since 1950 has moved pre- 
dominantly into extractive industries; this was less true previously. 
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Cart 4, Capitan INFLow, Imports, AND Domestic INVESTMENT 
In Canapa, 1926-53 
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Sources: Dominion Bureau of Statistics, National Accounts, Income and Ex- 
penditure: 1926-50 and 1950-53; The Canadian Balance of International Payments: 
1926 to 1948; 1946-52; and 1953 (Ottawa, Canada). 
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policies of domestic firms and have shared in the expansion from its 
beginning. 

Chart 4 also shows that, despite the size and obvious importance of the 
postwar inflow, the dependence of Canadian investment on external 
sources of capital has recently been less than in the 1920’s. Between 
1948 and 1953 receipts of long-term capital (other than reinvested 
profits) from all sources amounted to more than $2,000 million, of which 
most—$1,850 million—was received between 1950 and 1953. Over the 
same six-year period net domestic fixed investment amounted to $15,308 
million. Thus the average rate of long-term capital inflow was equivalent 
to 12 per cent of domestic investment, although the proportion rose 
sharply from 5 per cent in 1948-50 to between 18 and 19 per cent in 
1951-53. From 1928 to 1930, net receipts of long-term capital were 
equivalent to nearly 25 per cent of net domestic investment, and in 
1930 the proportion rose to over 50 per cent. 

The contribution of foreign private capital to the Canadian economy 
has been augmented by its concentration in risk-bearing ventures. Such 
investments are typically associated with the introduction of new 
products and techniques. Since 1926, and especially since the end of the 
war, direct investment capital has comprised an increasing proportion 
of the total, especially when reinvested profits are taken into account? 
and over 90 per cent of this direct investment has taken the form of 
equity holdings, mainly stock issued by Canadian firms or sub- 
sidiaries.!° 

Industries financed by direct investment. Since the war, U.S. investment 
in the extractive industries has risen rapidly (Table 3). These industries 
have attracted $904 million of U.S. direct investment funds, or 56 per 
cent of the total gross inflow, against $555 million (35 per cent) entering 
manufacturing industry, and $139 million (9 per cent) going into other 
fields of activity. Investment in the oil industry in particular rose from 
$23 million in 1948 to $98 million in 1950 and to $140 million in 1951. 
There was a slight reduction in 1952, but if investment in associated 
transport facilities, such as pipelines, is taken into account the value was 
probably about the same in both years and continued at approximately 
the same rate through 1953. Investment in metal mining, in which the 
development of titanium and iron ore has played a leading part, has 

followed a somewhat similar course, with especially important increases 
in 1950 and 1952. Direct U.S. investment in manufacturing industry 
also rose rapidly in 1950 and 1951, sharing the general domestic expan- 

® Between 1939 and 1952, U.S. direct investments rose by 166 per cent, to $5,000 
million, or from 45 per cent to 66 per cent of total U.S. holdings. In the same pe- 
riod, portfolio holdings rose by only 55 per cent, to $3,355 million. 


10 Portfolio investments, on the other hand, consist principally of bonds; in 1951 
the equity element in U.S. holdings was 26 per cent. 
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sion. Within this group, the pulp and paper industry has been the princi- 
pal recipient of U.S. capital, although there were no further US. in- 
vestments in this industry in 1953. The growth of U.S. investment in 
transportation has been associated largely with the development of the 
oil and ore fields. 


Tasxe 3. U.S. Direct INVEstMENT In CaNapDA, 1946-53 
(In millions of Canadian dollars) 





1946 1947 1948 1949 1950 1951 1952 1953 Total 





Extractive industries. ....... 2 14 

Manufacturing industry'..... 46 45 

Transportation.............. _-_ -— 

UMMC O a's seis siictsire ie Rewas 15 t FF & &$ & .* .3 
66 
8 


Gross investment............ 63 
Return of capital............ 25 


Net InflOW. ......6. ccs cccccces 38 58 61 84 200 270 319 330 1,360 
Reinvested profits?.......... 129 97 178 187 114 167 127 158 1,157 
Other identified transactions. —438 -—35 20 17 17 34 161 8 179 


Net increase in book value of 
direct investment holdings. 124 120 259 288 331 471 607 496 2,696 





1 Includes miscellaneous investments. 

* Included with manufacturing industry. 

* Includes revaluations, reclassifications, etc. 

Sources: Dominion Bureau of Statistics, The Canadian Balance of Inter- 
national Payments, 1946-52 and 1958 (Ottawa, Canada). 


The recent redirection of new capital into the extractive industries is 
reflected also in the changing pattern of U.S. holdings. Between 1926 
and 1950 this pattern remained fairly stable, with manufacturing in- 
dustry accounting for 50 per cent of total holdings in both years." 
With the recent emphasis on the extractive industries, however, US. 
holdings in this field rose from a steady 17 or 18 per cent of the total 
between 1926 and 1948 to 29 per cent in 1952. 

The relative importance of recent U.S. investment, in the extractive 
industries is brought out more clearly by Chart 5, which compares US. 
direct investment (including reinvested profits) with total capital forma- 
tion in the major industrial groups. In the extractive group—which has 
attracted only 8 per cent of total domestic and foreign investment since 


1 Within manufacturing, however, there was an appreciable diversification of 
U.S. interests between 1926 and 1951. The wood-and-paper and iron manufactures 
oup have attracted most capital throughout (accounting for 23 per cent of all 
S. direct investment ce. in 1952), but during and since the war manufac- 
tures of nonferrous metals and chemicals have attained a new importance. 
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Cuart 5. Domestic INvesTMENT AND U.S. Direct INVESTMENT IN Canapa, 
BY INpustRyY, 1927-53 


(In billions of Canadian dollars) 
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1 New fixed investment by business; includes industries not shown separately. 

2 Excludes manufactures of nonmetallic minerals. 

3 Includes miscellaneous industries. 

4 Includes smelting and manufactures of nonmetallic minerals. 

5 Trade, finance, and commercial services. 

Sources: Department of Trade and Commerce, Private and Public Investment 
in Canada: 1996-61 and Outlook, 1952, 1958, and 1964 (Ottawa, Canada). Dominion 
Bureau of Statistics, The Canadian Balance of International Payments: 1926 to 
1948; 1946-52; and 1953 (Ottawa, Canada). 
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the end of the war—U‘S. direct investment has accounted for about two 
thirds of the new investment since 1948. In manufacturing industries, it 
has provided about one fourth of the new investment. But in commercial 
and financial concerns and in public utilities, which absorb more capital 
than any other sector of the economy, direct U.S. investment has been 
relatively unimportant. 

U.S. investment in Canada’s extractive industries is important also 
because these industries, together with woodpulp and paper, are the 
staple earners of foreign exchange. In fact, the recent expansion of U:S. 
investment in these industries appears, to a large extent, to be associated 
with the increasing U.S. demand for these products. This is most clearly 
the case with regard to the metals, particularly iron ore, where several 
of the larger developments are being undertaken directly by the ultimate 
user firms in the United States. According to some reports, certain 
large-scale developments could not have been undertaken save by a large, 
integrated concern. In the case of oil, the new foreign investment will 
not earn foreign exchange since Canadas likely to remain a net importer 
in the foreseeable future, but the development of domestic production 
should make possible a considerable saving in this direction. Moreover, 
even here it appears that a north-south trade may develop, with Cana- 
dian oil providing some of the requirements of the northwestern parts 
of the United States, and U.S. oil continuing to supply eastern Canada. 

The recent concentration of the additional receipts of U.S. capital in 
the export industries contrasts with the earlier pattern of direct invest- 
ment, which was more widely dispersed over manufacturing industry 
and commercial and financial services. While the earlier investment also 
contributed to export earnings, especially in the pulp and paper industries, 
it probably produced relatively. more for the Canadian domestic market. 
It also seems significant in this context that Canadian capital has not 
shown a similar tendency to concentrate in the export industries. From 
these standpoints, therefore, it may be said that the stimulus to U.S. 
investment in Canada has shifted, from Canadian needs and domestic 
expansion before 1949 to U.S. needs for Canadian products since 
then. 

New issues. The flow of U.S. capital into new issues of Canadian se- 
curities (net of redemptions) has tended to move, like direct invest- 
ment, in broad harmony with the movement of domestic investment. 
There were net redemptions throughout the war years; but with the rise 
in domestic capital formation since 1946 there has been a clear trend 
toward larger net borrowing. This similarity of trend is shown in the 
upper panel of Chart 6. 


12 The U.S. Government has also made advances to certain nonferrous metal 
mining companies since 1950. 
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Cuart 6. Net New Issues oF CANADIAN SECURITIES IN THE UNITED States 
AND RELATED Factors, 1940-53 
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Sources: Dominion Bureau of Statistics, National Accounts, Income and Ex- 
penditure, 1926-50 and 1950-58; and The Canadian Balance of International Pay- 
ments: 1926 to 1948; 1946-652; and 1958 (Ottawa, Canada). Bank of Canada, Sta- 


tistical Summary (Ottawa, Canada). Treasury Department, Treasury Bulletin 
(Washington, D.C.). 
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There have, however, been considerable irregularities from year to 
year which appear to be explained largely by changes in the relative 
levels of interest rates in the two countries. In the center panel of the 
chart net new issues are shown with the effects of the trend in domestic 
investment eliminated; and shorter-term fluctuations in borrowing are 
linked with changes in the spread between Canadian and U.S. long-term 
interest rates. As the bottom panel shows, Canadian rates have, as a rule, 
been at least one half of one per cent higher than those in the United 
States, but variations in this difference have corresponded closely with 
the shorter-term fluctuations in new Canadian issues in the U.S. market. 

Another factor affecting the level of net new issues may have been 
fluctuations in the exchange rate. Particularly for maturing issues, the 
possibility of some appreciation in the rate would tend to provide an 
incentive to Canadian debtors to refund their obligations in the United 
States rather than to retire them; conversely, new issues may be dis- 
couraged when the rate is at an historically high level, as in 1952. At 
times the rate of redemption has been affected by exchange control 
regulations; and at times government borrowing to support official 
reserves has also been a special factor tending to raise the level of new 
issues. 

Although new issues in the United States have been relatively small 
for the postwar period as a whole, there have been important shifts in 
the amount of funds among different types of borrowers, which are 
illustrated in Table 4. Provincial and municipal governments have raised 
about $480 million (net) in the United States, while the federal Govern- 
ment has on balance reduced its issues in the United States by $200 
million, and corporations have reduced their U.S. obligations by $20 
million. Equity issues have been small, but of increasing importance in 
1951-53. 

In 1946-47, as the table indicates, redemptions were unusually heavy: 
several Canadian Government issues were redeemed, and the upward 
revaluation of the Canadian dollar in July 1946, together with a relative 
rise in U.S. interest rates, led to heavy redemptions by other debtors. 
Corporate, provincial, and municipal redemptions continued, although 
reduced by control measures, through 1949. During 1948 and 1949 the 
federal Government was virtually the only Canadian borrower in the 
United States. In 1951 and 1952 the relative increase in interest rates 
and other forms of credit restrictions in Canada seem to have been factors 
in the rise in external borrowing, first by governments and later by 
corporations. The volume of retirements also declined correspondingly. 
Net new issues fell during 1953 mainly as a result of the federal Govern- 


18 The $150 million issue of 1948 was designed to repay emergency credits 
granted by the Export-Import Bank of Washington. 
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ment having redeemed $75 million of its bonds ahead of maturity; new 
borrowing was also affected by a relative rise in U.S. interest rates during 
the second and third quarters. 

While net new security issues have not added appreciably to U:S. 
portfolio holdings in Canada since the war, the value of these holdings 
has nevertheless risen by $799 million, or 31 per cent, mostly since the 
beginning of 1950. The increase has been due to rising book values and 
purchases of outstanding securities, mainly of corporate issues other 
than public utilities. Holdings of Canadian Government bonds rose 
abruptly in 1950, but fell again in the two following years and at the 
end of 1952 were little higher than at the end of the war; these trans- 
actions, however, are more properly regarded as part of the short-term 
capital flow. 

Nonresident ownership of Canadian industry. A corollary of the move- 
ments of direct investment and purchases of equity securities has been a 
rise in the proportion of U.S. ownership in extractive industry from 31 
per cent in 1939 to 52 per cent in 1951 (Table 5). Enlarged US. security 


TABLE 5. PERCENTAGE OF SELECTED CANADIAN INDUSTRIES OWNED By U.S. AND 
OrHEeR NONRESIDENTS, 1939 anp 1951 











Manufacturing industry . . 
Extractive industry. . 
Steam railways 

Other utilities 


Total of above industries and merchandising. . 





Source: Dominion Bureau of Statistics, The Canadian Balance of International 
Payments, 1958 (Ottawa, Canada). 


holdings in oil refining companies have similarly tended to sustain the 
US. percentage in manufacturing. Aside from refining and automobiles 
(which are almost entirely in the hands of U.S. subsidiaries), the per- 
centage of U.S. ownership in manufacturing industry is probably con- 
siderably less than 36 per cent. In the railway and utility industries, the 
diminishing importance of non-US. capital—particularly British—was 
largely a matter of war finance. The proportion of Canadian industry in 


nonresident ownership as a whole had fallen from 38 per cent before the 
war to 32 per cent in 1951. 


Short-term transactions 


The two components of the short-term capital flow, transactions in out- 
standing securities and ‘“‘other” capital movements, have moved roughly 
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together (see Chart 3), but more or less independently of long-term 
capital and domestic investment. Furthermore, short-term transactions 
have been especially sensitive to exchange rate developments, both 
during the period of fluctuating exchange rates since 1950 and at earlier 
times when there were alterations in the fixed parity. 

Transactions in outstanding Canadian securities. During the late 1920's, 
transactions in outstanding securities entailed an outflow of capital for 
the purchase of U.S. securities which in some years was almost heavy 
enough to offset the inflow of long-term funds. This process came to an 
end in 1929, and there were few transactions during the next decade. 
In the war years, and especially from 1941 through 1946, there was a 
heavy and consistent inflow of funds for the purchase of Canadian se- 
curities. This subsided during the years 1947-49 and was followed by a 
further heavy inflow in 1950 and an outflow in 1952. 


TaBLeE 6. Net TRANSACTIONS IN OUTSTANDING SECURITIES BETWEEN THE 
UniTEep States aND CaNnapDA, 1943-53! 


(In millions of Canadian dollars) 





Annual 
Average 
1943-46 1947 1948 1949 1950 1951 1952 





Canadian securities 
Federal and local government. . 





“ 1 —s sign indicates inflow to Canada; minus sign indicates outflow from 
anada, 

2 Consists principally of securities, mainly bonds, traded through channels 
other than the reporting dealers. 

3 Principally U.S. stocks. 

Sources: Dominion Bureau of Statistics, The Canadian Balance of Inter- 
national Payments, 1926 to 1948, and Sales and Purchases of Securities Between 
Canada and Other Countries (Ottawa, Canada). 


The characteristically short-term part of this movement was focused 
on government bonds, both federal and local (Table 6). Most of the pur- 
chases of Canadian corporate securities, both stocks and bonds, took 
place after 1950, at a time when government bonds were being sold, 
which suggests that corporate security transactions might more properly 
be regarded as part of the long-term capital flow. 

Over the past ten years, transactions in Canadian bonds appear to 
have been influenced mainly by exchange rate policy, movements in 
relative interest rates, and exchange control regulations (Chart 7). In 
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Cuart 7. CANADA’S TRADE WITH THE UNITED STATES IN OUTSTANDING CANADIAN 
Bonps, AND RELATED Factors, QUARTERLY, 1943-53 
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* Canadian Government theoretical 15-year bonds. 

U.S. Government long-term bonds. ; 

Sources: Dominion Bureau of Statistics, Sales and Purchases of Securities 
Between Canada and Other Countries (Ottawa, Canada). Bank of Canada, Statisti- 
cal Summary (Ottawa, Canada). Treasury Department, Treasury Bulletin (Wash- 
ington, D.C.). Board of Governors of the Federal Reserve System, Federal Reserve 
Bulletin (Washington, D.C.). 
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each of the years 1943-46, as well as in 1942, there were heavy purchases 
of Canadian bonds by U.S. investors. One factor in these purchases was 
the spread of around one half of one per cent between Canadian and US. 
Government bond yields. A second factor was the strength of the Ca- 
nadian payments position, which led to expectations of an eventual 
appreciation in the exchange rate and thus provided an incentive for 
speculatively minded investors. This was probably a major factor in the 
rise of U.S. purchases to a peak during the first quarter of 1946, prior to 
the upward revision of the official parity at the end of June. The decline 
in bond purchases after the first quarter may also have been accentuated 
by withdrawal in January 1946 of the privilege of registering bond in- 
vestments for subsequent repatriation, as well as by a narrowing of the 
spread between Canadian and U‘S. interest rates.’ Nevertheless, there 
were few periods of net sales during the ensuing three years; nor were 
there many signs of a movement out of Canadian bonds during the period 
of exchange weakness in 1947. On the other hand, the strengthening of 
the free market exchange rate and the relative rise in Canadian bond 
yields in the first half of 1948 appear to have had little or no influence 
on bond transactions. 

In 1949 two developments tended to restore the attractiveness of 
Canadian bonds for U.S. investors. Bond registrations were permitted 
once more in May, and the Canadian dollar reverted to US$0.909 in 
September. Purchases began to rise during late 1949 and the first half of 
1950, and in the third quarter of 1950 rose precipitously to $189 million, 
equivalent to an annual rate of about $750 million. A major factor in 
this development appeared to be a popular expectation of an appreci- 
ation of the exchange rate. 

Instead of a new parity at a higher level, however, the Government 
announced that it was withdrawing support from the official parity, and 
after September 30, 1950 would allow the rate to be determined pri- 
marily by market forces. The Canadian dollar rose immediately, aver- 
aging US$0.953 during the fourth quarter of 1950, and net purchases of 
Canadian bonds fell off sharply. The downward trend continued during 
1951, developing into a heavy outflow beginning with the second 
quarter.’® In the absence of official intervention, however, the outflow 
was supported only by other U.S. funds becoming available through 
market channels, and it therefore had an equilibrating influence, tending 

14 Previously, the existence of exchange controls had had no visible deterrent 
effect on U.S. investors, because securities bought after 1940 could be registered 
with the Canadian authorities so as to permit subsequent sale in Canada and re- 
patriation of the proceeds. 

15 The fact that this outflow began about six months after the heaviest part of 
the 1950 inflow suggests a repatriation of speculative funds, for which the incen- 


tive to realize a profit increased after six months under the provisions of the U.S. 
capital gains tax. 
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to moderate the rise in the exchange rate. By the fourth quarter of 1952 
the exchange rate had reached a peak and begun to decline, and the rate 
of bond sales also moderated. During 1953 the exchange rate was rela- 
tively stable at around US$1.02, and net bond sales were light except 
in the second quarter when a sharp rise in U.S. bond yields brought 
renewed selling of Canadian bonds by US. investors. 

Transactions in U.S. securities. In recent years nearly all transactions 
with the United States in non-Canadian securities have involved U.S. 
stocks; dealings in U.S. bonds have been unimportant. Until the end of 
1951, Canadian residents were unable to enlarge their net holdings of 
US. securities except through the previous sale of Canadian stocks 
payable in U.S. dollars. This limitation, together with the appearance of 
attractive investment opportunities in Canada, tended to result in the 
net repatriation of Canadian funds indicated in Table 6. Especially large 
sales in 1950 may be explainable by the rise in Canadian stock prices 
and by the prospect of exchange rate appreciation. 

“Other’’ short-term transactions. “Other capital,” as shown in Chart 3, 
is a residual category which consists principally of private short-term 
transactions. It includes also errors and omissions from other categories 
and certain long-term transactions not recorded separately; in particular, 
during the war years 1939-44 it included all direct investments in Can- 
ada. The composition of these transactions over the past five years is 
shown in Table 7. The bulk of the transactions recorded in this category 
consists of changes in bank balances and corporate-affiliate accounts. 


The remainder consists mainly of loans and advances between unaf- 
filiated parties. 
















































































TaBLe 7. “OrHer CapitaL’”? Transactions (NET) BETWEEN THE 
UnitEep States AND Canapa, 1949-53! 






(In millions of Canadian dollars) 

















1949 1950 1951 1952 1953 
Short-term transactions 
US. holdings of Canadian dollars. —8 89 —53 —37 -1 
Canadian holdings of U.S. dollars. \_29 8 -—30 
Commercial credit............... 206 54 —458  —165 
Jui eee —18 36 27 
Long-term transactions............ : -1 8 
POURS hav ee elses wi —46 338 6 —-495 —166 





G he sign indicates inflow to Canada; minus sign indicates outflow from 
anada,. 

Sources: Dominion Bureau of Statistics, The Canadian Balance of Inter- 
national Payments, 1946-62 and 1958 (Ottawa, Canada). 
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During the war and postwar years, the total of ‘‘other capital’’ has 
moved in broad harmony with the trade in outstanding bonds. Thus there 
was an inflow during the war years as U.S. residents increased their 
holdings of Canadian dollars and allowed their Canadian accounts re- 
ceivable to rise; this inflow came to an end with the appreciation of the 
Canadian dollar in June 1946. The weakness of the free exchange market 
in 1947 led to some speculation against the Canadian dollar, but on 
balance the outflow was small, since speculation by Canadian residents 
was restricted throughout by the exchange control and the domestic 
demand for capital was rising rapidly.!* Again, prior to the devaluation 
of 1949 there was some outward pressure, as shown in Table 7. During 
1950 there were capital inflows in all categories, rising to a peak during 
the third quarter.” 

After the suspension of the fixed parity in October 1950, the movement 
of bank balances turned outward and remained so throughout 1951; 
among other types of short-term capital, a further heavy inflow during 
the first half of the year gave way to an equally pronounced outflow 
during the second half as the exchange rate rose. In the aggregate, how- 
ever, these various forms of “other” capital showed virtually no net 
movement over the year as a whole. The outflow in all categories con- 
tinued during the first nine months of 1952, but fell away rather abruptly 
in the fourth quarter. During 1953 the short-term outflow continued at a 
much reduced rate. 

The influence of exchange expectations on short-térm capital move- 


ments was especially apparent during 1950 and 1952, as the expectation 
of an appreciation of the Canadian dollar first created incentives for an Ff 


inflow of both bank balances and commercial credit, and the later 


realization of that appreciation tended to stimulate a profit-taking out- F 
flow. Commercial credit was affected in 1951 by the rise in foreign trade, F 


and the increase in intracompany credits probably also reflected interim 


credit for long-term development schemes. An additional factor was the F 


comparative shift in credit conditions in the two countries, particularly 
in the first half of 1951, when the inflow was largely a reflection of the 
more vigorous restriction of credit in Canada; the subsequent rise in 
short-term interest rates in the United States during 1952, combined 


with a premium on forward exchange, provided an incentive for Cana- F 


dians to increase their U.S. balances. The final abolition of Canadian 
exchange controls in December 1951 facilitated this movement. 


16 The Exchange Fund, however, entered into heavy forward sales of foreign 
exchange at this time. ‘ 

17 The drop in Canadian holdings of U.S. dollars, which were permitted only it 
defined circumstances, was small. 
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Capital from Other Countries 


Long-term capital 
The United Kingdom has always been the largest overseas source of 














funds for Canadian development. During the war and immediate post- 
, war periods the value of British assets in Canada fell by more than a 
1 third, from $2,476 million in 1939 to $1,593 million at the end of 1948. 
8 Since 1948 private holdings have risen once more, and at the end of 
¢ 1952 they approached $2,000 million.® 

n 


The wartime liquidations were due principally to the redemption be- 
fore maturity of over $700 million of direct and guaranteed Canadian 
Government bonds held in the United Kingdom. There was also private 
liquidation of about $500 million to the end of 1948, much of which was 
offset by an increase in the book value of the remaining assets. To some 
extent, private liquidations were matched by a reduction of official 
indebtedness. Under the terms of the 1942 loan agreement with the 
United Kingdom, this indebtedness was to be reduced out of the Ca- 
nadian dollar proceeds of any redemptions or sales of privately held 
securities. By March 1948 the outstanding balance had been reduced by 
these means to $297 million. The rise of over $200 million in book value 
















































































‘ly after 1948 was in part merely statistical, owing to the inclusion of New- 
ane foundland in the Canadian statistics in 1949. The increase since then, 
» however, has been unequivocal, and can be attributed mainly to re- 
' invested profits. New transactions included portfolio liquidations of $85 
ove F million, offset by an inflow of funds for direct investment purposes of 
ti02 F $119 million, leaving a net inflow of $34 million in private long-term 
rai — funds for the five years 1949-53 (Table 8). 
later} Annual additions to British direct investments were apparently very 
out- F) small until 1948. After the war, the 1942 agreement was modified to 
rade, | permit funds accruing from the sale of portfolio holdings to be used for 
teri § approved direct investments in Canada as well as for official repayment, 
1s the F and annual receipts under this head ranged between $13 million and 
ularly F $30 million from 1949 through 1952. Early in 1953 it was announced 
of the & that the British exchange authorities were prepared to make available, 
ise inf ON & considerably more generous scale than previously, exchange for 
bined | direct investments in Canada. British investments reached $42 million 
Cana | during the year. Furthermore, in August 1953 the U.K. Government 
nadian | Undertook to repay the outstanding balance of the 1942 loan—$189 
| nmillion—in regular installments. Consequently, the proceeds of private 
foreign * The movements of private British capital were accompanied ri intergovern- 
ment transactions: Canada extended an intergovernment loan of $700 million in 
| only in 1942 and another of $1,185 million between 1946 and 1950. Since 1950 there have 





n net repayments on official loan account in each year. 
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portfolio liquidations are no longer under earmark and the steady re- 
duction of holdings under this head appears to have been checked. 


TABLE 8. CANADIAN CAPITAL TRANSACTIONS WITH THE STERLING AREA, 1949-53! 


(In millions of Canadian dollars) 





1949 1950 1951 1952 1953 Total 





Transactions in portfolio securities.... —23 -—5l1 -32 -8 29 —85 
Direct investments (gross)?........... 13 19 30 15 42 ~= 119 
Private long-term capital......... -10 -32 -2 7 #71 34 
Other transactions*................... —30 —43 76 -—81 -18 —9%6 
Intergovernment loans (net).......... —115 1 48 37 64 35 
Sterling area holdings of Canadian 
WU oes ares anicdnndwwnens aecinsse% 62 116 —128 -—22 —16 12 
Total capital transactions®............ —93 42 -6 -59 101 —15 





1No sign indicates net inflow to Canada; minus sign indicates net outflow 
from Canada. 

2 Investment by Canadians in overseas countries is included with ‘‘other 
transactions.” ‘ 

3 Includes direct investments of $55 million in the sterling area by Canadians, 
and, in the opposite direction, in 1951-52, advances of $47 million by the U.K. 
Government to the Aluminium Company of Canada, Ltd. 


4 Mainly official holdings. 8 
5 Excludes changes in Canadian-held sterling balances. fi 
Sources: Dominion Bureau of Statistics, The Canadian Balance of Inter- ai 
national Payments, 1946-52 and 1953 (Ottawa, Canada). . 
The exchange of private assets for government liabilities helps to a 
explain a marked shift in the pattern of private British holdings. The al 
net effect of the wartime liquidations fell almost entirely on portfolio 0 
holdings, principally bonds, which were reduced from $1,990 million in 
1939 to $1,317 million in 1945. In the same period, the value of British F ™ 
direct investments remained stable at around $350 million; by the end f 3 
of 1952, they had risen to over $500 million (including reinvested earn- z 
ings), while portfolio holdings fell to little more than $1,200 million. 19 
Most of the postwar direct investment has been in manufacturing — ™ 
industry, especially in the consumer goods trades, although there has FF ™ 
also been British investment in the engineering and aircraft industries. F 1c 
British interests in the merchandising and service trades also have ex- F "st 
panded in recent years. In contrast, the value of British holdings in — iv 
financial concerns, always an important field, fell somewhat through 4 
1952. Recently there has been some British investment in the extractive F Car 


industries. 
Assets held in Canada by residents of countries other than the United 
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States and the United Kingdom varied between $330 million and 
$350 million from 1945 through 1949, but by the end of 1952 they had 
risen to almost $500 million. Most of the increase was in the form of 
direct investments, but there were also substantial purchases of Cana- 
dian securities in 1951 and 1952. 





Short-term capital 


Short-term transactions with other countries, while much smaller in 
amount, have tended to move parallel with those involving the United 
States. Private short-term capital transactions with the United Kingdom 
are limited by the British exchange control, and the balance of security 
transactions is consistently outward. Official sterling area holdings of 
Canadian dollars, however, rose in 1950 by more than $100 million; this 
was followed by a corresponding reduction during the following two 
years. With other countries also, there was a small inflow of short-term 
capital during 1950, followed by an outflow during 1951-53. 


Canada’s Attraction for External Capital 

























Canada’s success in attracting private development capital stands in 
sharp contrast to the experience of many other developing countries. The 
factors underlying this success cannot be summed up in a single sentence; 
and the present statement of them can be only tentative and general. The 
salient point is that not only does the growth of the Canadian economy 
offer profitable openings for foreign capital; there is also a marked 
absence of features which are normally regarded as obstacles to the inter- 
national movement of funds. Beyond this, Canada has perhaps a special 
advantage in its geographic position and cultural affinity with the 
major capital-exporting countries. 

Since the war Canada has offered increased investment opportunities 
: for the foreign investor, and especially for U.S. business concerns. Until 
1950 these opportunities arose largely from the expansion of Canadian 
markets, as is illustrated by the continuing growth of U.S. investments in 


e has | Manufacturing industry and in distribution and finance. Since 1950 the 
stries. increasing demand for raw materials in the United States, coupled with 
ve ex: — ‘ising production costs for some U.S. minerals, has led to accelerated 
igs in | investment in Canada’s extractive industries. 

rough As important for business investment as the expanding market for 


Canadian products have been the economic factors permitting profitable 
operation. These include adequacy of labor supply (in terms of both 
quantity and skill), availability of materials, managerial freedom, and 
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the level of business taxes.’® The net effect of these factors can be esti- 
mated by reference to business earnings after taxes. As Table 9 indicates, 
representative samples of Canadian companies have typically had 
slightly higher rates of net income than U.S. companies. Other data 
suggest, however, that the Canadian companies and branches which 
were U.S.-owned may have earned a little less—about 12.5 per cent in 
1950.29 


TaBLE 9. Net Income Arter Taxes oF U.S. anp 
CANADIAN CoRPORATIONS, 1946-52 


(Percentage return on equity) 





1946 1947 1948 1949 1950 1951 1952 





U.S. corporations'.................. 9.5 12.3 14.0 11.0 18.4 11.4 10.4 
Canadian corporations?............. 10.0 12.3 14.4 12.7 14.1 13.3 11.6 





1 National City Bank of New York, sample of over 3,000 U.S. companies. 
2 Bank of Canada, sample of 697 Canadian companies. 


The favorable earnings of Canadian corporations have also attracted 
increased portfolio investment by individuals and institutions. One 
attraction of fixed-interest-bearing securities has been the relatively 
higher yields obtainable on long-term Canadian compared with U.S. 
bonds—typically one half to one per cent more.” Under the Double 
Taxation Convention of 1942 with the United States, dividends and 
interest accruing to nonresidents are subjected in Canada to only a 15 
per cent rate, and this is allowable as a credit toward the U.S. federal 
tax liabilities of the recipient. There are similar agreements with the 
United Kingdom and some other countries. Probably Canadian borrow- 
ing in the United States is also facilitated by the absence of any record of 
widespread defaults by public or private borrowers and by the fact that 
Canada has probably drawn on the U.S. capital market for a longer time 
than any other country. This may be reflected in the preferential eligi- 
bility enjoyed by Canadian securities in the United States under certain 
state banking and security laws. 

In addition to profitable investment opportunities, Canada appears to 
offer accessibility of earnings and a minimum of the risks to security of 

19 There is no legislation in Canada which discriminates against foreign capital 
or imposes any peculiar obligation on nonresident concerns. Nonresident corpora- 


tions are subject to income tax at domestic rates, currently about the same as in 
the United States. 

20 See U.S. Department of Commerce, Direct Private Foreign Investments of the 
United States; Census of 1950 (Washington, D.C., 1953). ; 

21 For equity securities, however, the speculative features of some Canadian 
stocks, together with the oman: of a gain from exchange rate movements, 
appear to have led to a bidding up of prices to a point where the dividend yield is 
less than on comparable U.S. stocks. 
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property that sometimes trouble foreign investment elsewhere. As re- 
gards security of property, there appears to be virtually no danger of loss 
in Canada through appropriation or civil disturbance. As regards 
transferability of capital, the wartime exchange controls tried to avoid 
discouraging foreign capital by providing for the registration of new 
funds invested after 1939, with a right of subsequent repatriation. 
Transferability of earnings was only nominally restricted until 1951, and 
the dismantling of the exchange control apparatus in December 1951 
removed the last official obstacle to the free movement of funds. The 
moderate fluctuation of the exchange rate since September 1950 has not 
had a perceptibly deterrent effect on the flow of long-term funds. 

Government policies have contributed positively also to the general 
economic conditions affecting both domestic and foreign companies. 
This is evidenced by the avoidance of serious inflation despite a very 
high rate of domestic investment since the war and the considerable 
success in avoiding recourse to direct controls over the domestic economy. 

The extent to which Canadian tariff policy has stimulated foreign 
investment is perhaps debatable. In the past, protective tariffs probably 
have operated with this effect, particularly after they were raised in 
1930.2 In some cases, such as automobiles, U.S. investment was further 
attracted to Canada by the possibility of selling goods of Canadian 
manufacture inside the British Commonwealth at preferential tariff 
rates. It is doubtful, however, whether the postwar capital influx has 
been much affected by the tariff. Investment in resource development is 
almost entirely unaffected by tariff policy, and the Canadian tariff on 
manufactures has been reduced in many directions since the war. Even 
though the existing tariffs still presumably have some continuing in- 
fluence on U.S. investors, there has been no fresh impetus from this 
source, and the effect of the general lowering of rates must have been 
to reduce the importance of the tariff as a factor in attracting for- 
eign capital.” 

Beyond the economic and governmental factors, Canada has tended to 
attract foreign capital because of cultural and social similarities with the 
major capital-exporting countries, the United States and the United 
Kingdom. This has made it easy for foreign business concerns to under- 
stand the needs and market psychology of the host country, and also to 
avoid actions which in other countries may have aroused popular 
antagonism to foreign enterprise. 


_ * Orville John McDiarmid, Commercial Policy in the Canadian Economy (Cam- 

ridge. Mass., 1946). 

_ 33 Wartime trade restrictions on imports from the United States may also have 

influenced some investment decisions; but in view of the circumstances and the 

bom duration of the postwar restrictions, it is improbable that they were impor- 
nt. 
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Interaction of Capital Movements with the Current 
Account Balance 


Over the past 25 years, private capital movements have tended at 
times to offset the current account balance and at other times to rein- 
force it. As is shown in Chart 8, during the periods of fluctuating rates 
from 1929 to 1939 and from 1950 onward there was a strong tendency 
for the balances on current and capital account to move in opposite 
directions. During these years the rate appears to have been subject to 
little sustained official intervention, and the inverse correspondence 
was apparently due largely to compensating movements of short-term 
capital. In contrast, between 1939 and 1950, when Canada followed 
a policy of fixed exchange rates, there was some tendency for the current 
and capital account balances to move in the same direction, with conse- 
quent wide variations in reserves. During most of the 1939-50 period, 
the position was complicated by official financing of exports on a large 
scale and by the maintenance of exchange controls in Canada; neverthe- 
less, as was described in an earlier section, the capital account in this 
period also was strongly influenced by the movement of short-term 
funds, which again were largely evoked by expectations of changes in 
the rate of exchange. The disequilibrating effect of these transactions was 
particularly noticeable between 1941 and 1946 and again in 1950. 


Long-term capital and the trade account 


The relationship of the current account to long-term capital move- 
ments has, however, been more consistent than its relationship to the 
aggregate capital account: irrespective of the exchange rate system, 
movements of long-term capital and of the current account have shown 
a broad tendency to offset one another. Thus, between 1927 and 1931 
current account deficits were financed by an inflow of long-term funds, 
while from 1933 through 1948 a series of current account surpluses was 
accompanied by a consistent outflow of long-term capital. The relation- 
ship has clearly asserted itself once more since 1950, a tendency toward 
current account deficits being accompanied by record receipts of long- 
term funds. This connection was present also during each of the earlier 
phases of Canadian expansion, extending back at least to 1900. 

The correspondence between periods of current account deficits and 
long-term capital receipts, which is by no means automatic or invariable, 
is best explained by reference to the separate relationship of each to 
domestic capital formation. This is illustrated by Chart 4, which shows 
a strong correlation from 1926 to 1953 between domestic investment and 
imports, and a moderate correlation between domestic investment and 
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Cuart 8. CANADIAN BALANCE OF PAYMENTS, 1926-53 


(In millions of Canadian dollars) 
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1 Includes Mutual Aid beginning with 1950. 

2 Includes sterling balances after 1946. Data for 1936-39 are not available. 

Sources: Dominion Bureau of Statistics, The Canadian Balance of International 
Payments, 1946-52 and 1953 (Ottawa, Canada). 
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long-term capital movements. That is, the pressure on resources which 
typically accompanies an investment boom tended to raise imports, 
while the development opportunities which attracted domestic capital 
tended also to attract foreign capital. There is thus a marked tendency, 
from the side of imports at least, for current account deficits to develop 
in years of high investment activity, and for these deficits to be financed 
in part by a concurrent inflow of capital.% The relationship illustrates, in 
fact, how a capital inflow serves to supplement the internal resources of 
the economy and thus to permit a higher rate of over-all investment 
than would otherwise have been possible without intensifying inflation or 
payments difficulties.”* 


Long-term capital and the service account 


In addition to financing a series of current account deficits, the long- 
term capital inflow has also influenced the structure and pattern of the 
current account itself. The postwar increase of 46 per cent (through 
1952) in the value of external investments in Canada has tended to be 
accompanied by a similar increase in remittances of interest and divi- 
dends to nonresidents.”6 

More significantly, however, investment income payments have 
represented a diminishing payments burden, since gross receipts on 
current account have risen even more rapidly—by 68 per cent—over the 
same period. This has meant that the effective burden of these payments 
declined from 9.3 per cent of current receipts in 1946 to 7.0 per cent in 
1953— a trend that appears to be more than a short-run fluctuation, since 
in 1927-29 investment income payments were equivalent to almost 17 
per cent of current earnings. Basically it seems to signify a strengthening 
of the balance of payments position as a result of rising export capacity 
and the decreasing dependence of the economy on external sources of 
capital.”” 

Between 1938 and 1952 the proportions of fixed and variable invest- 
ment service also tended to shift so as to reduce the relative burden of 

24 A close offsetting of the current and long-term capital account balances is 
not to be expected in individual years, of course, because of movements in exports 
and other elements in the balance of payments. 

25 This result is most clearly visible in the case of — of capital goods as- 
sociated with a specific investment project undertaken by a foreign concern; the 
same effect obtains, however, if the capital receipts are spent locally and the 
foreign exchange equivalent is used to finance increased imports of goods and 
services of all kinds resulting from a generalized expansion of domestic activity. 

26 While these remittances have fluctuated widely from year to year as a result 
of changes in interest rates, corporate profits, and exchange controls, their general 
trend appears to have been comparable to that of the growth in external holdings. 

27 To the extent that external indebtedness is in the form of fixed interest secur- 


ities, the relative decline in investment service reflects also the typical lag of 
fixed charges during a period of rising prices. 
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fixed payments during periods of business depression. As Table 10 
shows, the increase in investment income payments since 1938 has been 
entirely on equity investment; interest payments, mainly on behalf of 
private debt, have fallen.” 


TaBLeE 10. CaNnaDIAN INVESTMENT INCOME PAYMENTS TO 
NoNRESIDENTS, 1938 aND 1946-53 


(In millions of Canadian dollars) 





19461 1947 1948 1949 1950 1951 1952 





Dividends 
Interest on public debt 
Interest on private debt? 


Total interest . 104 109 114 115 
Total payments 390 475 450 413 
Interest as per cent of total pay- 

27 623 «6.258 





1 Partly estimated. 

2 Includes interest payments on direct investments. 

Sources: Dominion Bureau of Statistics, The Canadian Balance of Inter- 
national Payments: 1926 to 1948; 1946-52; and 1953 (Ottawa, Canada). 

It also seems likely that the change since 1950 in the industrial pattern 
of external investment has added to the strength and stability of the 
current account position, especially vis-A-vis the United States. Before 
1950, as pointed out earlier, U.S. capital tended to enter industries selling 
to the domestic Canadian market, and thus gave relatively little direct 
support to the payments position. The more recent concentration of 
US. investment in the extractive industries appears, more than ever 
before, to have increased Canadian export capacity and to have reduced 
the degree of dependence on imports.” Moreover, the close integration of 
Canadian industries with U.S. manufacturing firms, which was men- 
tioned especially in the case of iron ore, may mean that Canada will 
become a more consistent (i.e., less of a marginal) supplier of these 
materials to the U.S. market, thus lessening the amplitude of fluctuations 
in exports to the United States, which in the past has been a cause of 
instability in the current account. 


% It may be noted, however, that payments on vag | would not necessarily 


fall proportionately with a decline in business profits. Between 1947 and 1951, 
US. eabadiasien Leorngom branch plants), which comprise the greater part of 
U.S. direct investments in Canada, retained on the average almost 45 per cent of 
their earnings. (This is comparable to the experience of a sample of 626 Canadian 
companies, which reinvested about 41 per cent of their profits after tax.) This 
would seem to leave considerable room for profits to decline before necessitating 
8 reduction in payments. ; 

2° Investments in the export industries have the additional advantage that 
earnings remitted abroad are likely to vary cyclically with export receipts. 
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Short-Term Capital and the Fluctuating Rate 


While long-term capital has tended to move inversely with the current 
account balance, the previous analysis has indicated that the relation of 
short-term capital to the current account has varied according to the 
exchange rate system. This characteristic of short-term funds has been, 
in fact, a major consideration in Canadian exchange rate policy since 
1950.*° 

The story of this period began in the first three quarters of 1950, while 
there was still a fixed exchange rate. Long-term capital was entering in 
increasing volume and, while there was an over-all deficit on current 
account, the trade balance with the United States was improving and 
reserves were rising. Some of the investment developments received 
widespread publicity in the United States, leading to expectations of an 
ultimate strong improvement in the payments position. An inflow of 
short-term funds—largely speculative—quickly developed during the 
second and third quarters, which tended to increase the money supply 
and threatened to add seriously to inflationary pressures." These factors 
were the proximate cause of the decision to suspend support of the fixed 
exchange rate at the beginning of October. 

Since then, as Chart 9 illustrates, the exchange rate has tended to move 
in response to changes in the balance on current account and long-term 
capital. The chart suggests, however, that the response has been general 
rather than precise, sometimes lagging by one or two quarters. 

These movements of the exchange rate have tended to evoke short- 
term capital movements—an outflow as the exchange rate has risen and a 
tendency toward an inflow when the exchange rate has softened. Thus, 
when in the fourth quarter of 1950 the exchange rate rose to Can$1.00 = 
US$0.95, the short-term inflow came to an end; as the rate weakened in 
the first half of 1951 and subsequently strengthened, short-term capital 
moved inversely, first in and then out; and the more recent cycle of the 
exchange rate, weakening to mid-1953 and then recovering, was accom- 
panied by an inverse cyclical movement of short-term funds. 

In addition, as observed in the earlier analysis of transactions in out- 
standing securities, the short-term capital movement has responded to 
credit conditions in the two countries, Credit stringency was a factor in 
the movement of funds to Canada during the first half of 1951, and the 
narrowing of the spread between Canadian and US. interest rates in 
1952-53 (as U.S. rates hardened) appears to explain the tendency for 
short-term capital to flow out at a more rapid rate than can be accounted 

%0 The interaction between the current account balance, the exchange rate, 
and short-term capital movements was described in the Fund’s Annual Report, 


1958, pp. 68-70. 
3 Ph e are described briefly in the following section. 
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Cuart 9. CaNapIAN ExcHANGE RaTE AND BALANCE OF PAYMENTS, 
QUARTERLY, 1950-53 
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1 Includes intergovernment transactions. 

2 Includes changes in sterling balances. 

Sources: Dominion Bureau of Statistics, The Canadian Balance oj International 
Payments, 1946-52 and 1958. Board of Governors of the Federal Reserve System, 
Federal Reserve Bulletin (Washington, D.C.). 
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for by the influence of the exchange rate. To some extent the motiva- 
tion for the 1951-52 outflow was probably reinforced also by the in- 
centive to take a profit on the speculative position established in 1950. 

Throughout the period of fluctuating rates it has been the policy of 
the authorities to abstain from intervention in the market except to 
ensure orderly conditions by smoothing out excessive short-run fluctu- 
ations in the rate. Such intervention may account for the relatively wide 
quarter-to-quarter changes in reserves during 1951, Over the three-year 
period to December 1953, however, official reserves of gold and US. 
dollars rose only moderately, from US$1,741 million to US$1,818 
million. 

The responsiveness of short-term funds to the exchange rate has 
probably reduced the magnitude and frequency of exchange rate fluctu- 
ations that would otherwise have occurred in response to variations in 
the balance on current and long-term capital account, and probably also 
the extent of movements in the official reserves. The fact cannot be 
overlooked, of course, that the effectiveness of moderate rate fluctuations 
in attracting equilibrating capital movements has depended on the sub- 
stantial price and credit stability of the Canadian economy vis-4-vis 
the major trading partners, and on widespread confidence that govern- 
ment policies will continue to favor such stability. For it would seem 
to be this stability, and the confidence in it, which has provided a rallying 
point for market opinions as to the appropriate long-run level of the rate, 
and thereby encouraged the taking of a speculative position whenever 
the rate deviated from this level for shorter periods.” 

In this connection a shift may be observed during the last three years 
in market sentiment as to the appropriate exchange rate warranted by 
the present and prospective balance of payments. In the second quarter 
of 1953, for example, the balance on current and long-term capital 
account was approximately the same as in the last quarter of 1950, and 
short-term capital movements also were approximately in balance in 
both quarters. Yet the exchange rate in the later quarter was about 
Can$1.00 = US$1.01, against US$0.95 in the earlier quarter. From the 
data it may plausibly be inferred that during most of 1951 market 
sentiment as to an appropriate rate centered around US$0.95, but that 
it was revised upward during 1952 after the sharp rise in the balance on 
current and long-term capital account which took place at the end of 

32 Without these favorable conditions, which in Canada were present to a de- 
gree such as could not be assumed elsewhere, a moderate exchange rate movement 
(arising from fluctuations in the balance on current account and long-term capi- 
tal) might have started a cumulative movement of speculative funds that would 
grow to such a scale as to dominate the determination of the rate and result in in- 
tensifying rather than moderating the rate movement. The task of the Govern- 


ment in maintaining an orderly market might then have been greater than it would 
have been with an announced fixed parity. 
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1951. During 1953 this confidence was apparently maintained, as specula- 
tive transactions were relatively light while the rate moved narrowly 
between about US$1.005 and US$1.028. 


Domestic Effects 


The foregoing analysis has brought out the part played by the postwar 
capital inflow in the expansion of the Canadian economy. Domestic 
savings have been augmented by net receipts of new capital to the extent 
of about 12 per cent, a ratio that is apparently lower than in the 1920’s. 
But the relative importance of foreign capital has been much greater in 
the development of the extractive and other export industries, especially 
those requiring large concentrations of capital. This reflects to an im- 
portant extent the sharp rise in foreign demand for Canadian export 
products in 1950, which has contributed materially to the growth of the 
national income. There remains to consider the short-run effects of the 
capital inflow on the stability of the domestic economy. 

The heavy receipts of all types of capital during the last few years have 
represented a potentially inflationary factor through their influence on 
the money supply and on the credit base.** Furthermore, during the 
period of fixed exchange rates, these effects were aggravated by the 
coincidence of periods of capital inflow with current account surpluses. 
This was the case during the war, and again in 1948 to 1950; conversely, 
in 1946-47 a private capital outflow coincided with deficits on current 
account, after allowance for official capital movements. The combined 
effects of these transactions on the official reserves, and hence on the 
domestic money supply, is shown for the postwar years in Table 11. 

During the period of fixed rates from 1939 through 1950, Canada 
pursued a policy of partially sterilizing additions to the official reserves. 
Gold and foreign exchange receipts were acquired by the Exchange 
Fund, which is financed by advances from the federal Government; 
thus, in effect, increments to the reserves were paid for by a reduction in 
government balances with the chartered banks. This arrangement, by 
avoiding the use of central bank credit, operated to insulate the cash 
reserves of the chartered banks fiom the effects of external transactions, 
although an accession to foreign exchange reserves did tend to add cor- 
respondingly to private deposits. Between 1947 and 1952, however, the 
inflationary impact of these additions to the money supply was reduced 
by a series of federal cash surpluses, which provided the funds advanced 

33 This is not to lose sight of the fact that insofar as a capital inflow serves to 
finance additional imports it helps to reduce the pressure on domestic resources 
and is not in this context inflationary. This sequence was discussed earlier in this 
study. Insofar as the capital inflow is not completely offset by increased ——— 


however, there will be a tendency for the international reserves to rise and for an 
expansion of the money supply to result. 
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to the Exchange Fund and also permitted an appreciable reduction of 
domestic indebtedness. Thus the impact of the swings in the balance of 
external transactions on the domestic economy was moderated by the 
fiscal and monetary policies of the Government. 

During the third quarter of 1950, however, the inflow of capital 
exceeded the available cash resources of the federal Government; of an 
increase in reserves of $589 million in that quarter, only $96 million was 
financed as described above; $293 million was acquired by the Bank of 
Canada and the Government borrowed $200 million temporarily from 
the banking system. For a variety of reasons the Government felt that 
this domestic problem could be met only by checking the capital inflow 
through letting the exchange rate respond to market forces. Since the 
inception of a fluctuating exchange rate in October 1950, movements of 
the exchange rate have tended to provoke equilibrating short-term 
capital movements, with the result that external transactions have been 
approximately in balance. This has almost entirely neutralized the 
monetary impact of the payments position as a whole on the domestic 
economy, and has reduced the need for stabilizing action by the fiscal 
and monetary authorities. 











Latin American Medium-Term Import 
Stabilization Policies and the 
Adequacy of Reserves 


Bruno Brovedani* 


OTH THE LEVEL of the international monetary reserves, how- 
ever defined, held by a country at any given point of time and 
the variations in reserves over a period of time reflect a combination of 
changing circumstances and a certain pattern of economic policy de- 
cisions made by the monetary and exchange authorities. Conversely, a 
broad range of policy decisions is influenced by both the existing level of 
monetary reserves and the level which it is desired to establish in the 
future. A country with large reserves has a choice between a program 
of overinvestment or of overconsumption which results in balance of 
payments disequilibrium and a depletion of reserves, and policies which 
maintain reserves, or even increase them further—policies which imply 
that some consumption and/or some investment has for the time being 
been foregone. On the other hand, if a country insufficiently endowed 
with reserves engages in large programs of investment and/or of con- 
sumption, these programs can be sustained only so long as export receipts 
remain high. If such a country is confronted with a drastic fall in its 
export income, it may have to impose a large cut in imports and in em- 
ployment in order to maintain some degree of equilibrium in its balance 
of payments. Thus the range of interactions between policy decisions 
and the level of reserves is very broad and full of complexities. 

As was pointed out in the Fund report on the adequacy of monetary 
reserves presented to the Economic and Social Council in 1953,? any 
general discussion of the adequacy of reserves can be fruitful only if it 
is related to some general objective of economic policy. This paper has 
the limited purpose of analyzing, for countries whose “real exports” 
(i.e., exports of goods and services adjusted by reference to an import 

*Mr. Brovedani, economist in the Latin American (South) Division, was 
educated at the University of Venice, Italy, and at the Catholic University of 
Washington, D.C. He was formerly a member of the staff of UNRRA and of the 
U.S. Economic Cooperation Administration in Italy, and has served as economic 


advisor to the Government of El Salvador and Professor of Economics in the San 
Salvador University. 

1This paper was presented to the Fourth Meeting of bem? of Central 
Banks of the American Continent, held in Washington, D.C., 


1954. 
2 “The Adequacy of Monetary Reserves,” Staff Papers, vor} Itt, No. 2 (October 
1953), pp. 181-227. 
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price index) are liable to sharp variations, the relationship between 
adequacy of reserves and the policies which may be adopted with a view 
to ensuring a medium-term stabilization of the volume of their imports. 


Variability of Real Exports 


The international trade position of many countries in Latin America is 
generally characterized by two outstanding features: (1) exports are a 
very important determinant of income and of investment; (2) fluctu- 
ations in real exports are very pronounced. 

The ratio of exports to net monetary income, which is generally high in 
Latin America, indicates the importance of exports as a determinant of 
income and of investments. Their importance in these countries is, in- 
deed, even greater than an examination of this ratio might suggest. With 
very few exceptions the major industries are export industries; since 
their products are not sold domestically in any significant proportion, 
the effects of sudden fluctuations in export income cannot be mitigated 
by opposite variations in home consumption. 

Export incomes accrue, to a larger extent than in countries at a more 
advanced stage of development, to the most influential economic groups, 
including the government, which control a very large proportion of in- 
vestments and of imports. Thus the most active sectors of the economy 
regulate their decisions with respect to investment and imports to a 
large extent on the basis of changes in export income. 

A marked degree of variability in export values is generally the result 
of lack of diversification and of complex circumstances relating to the 
production and marketing of the commodities involved. When there is a 
large number of diversified exports, the normal changes in prices abroad 
or in production trends at home often tend to offset each other; vari- 
ations in the general price and/or quantum index of exports tend to be 
less pronounced than the variations in single price or volume indices. 

The most important Latin American raw material exports are either 
mining products, such as copper, tin, and petroleum, or agricultural and 
livestock products, such as coffee, cocoa, sugar, cotton, and wool. 
Practically all of these commodities are subject to special conditions 
which often produce a marked degree of instability in world demand for 
them and in their world market prices. 

The income elasticity of demand for the mining products exported by 
the countries of Latin America is comparatively high; the same is 
probably true of their agricultural and livestock products, at least in 
some important markets. The rather high income effect on demand is 
often aggravated by the adoption in consuming countries of commercial 
policies which, in order to prevent an undue fall in employment at home 
during a recession, may lead to the elimination or reduction of imports. 
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The low elasticity of supply of many agricultural products leads to 
wide fluctuations in their prices in response to small changes in demand. 
Unpredictable changes in world supply conditions also may cause wide 
fluctuations in prices. Although the output of minerals can generally be 
adjusted more readily than the output of agricultural and livestock 
products to changes in demand, the wide fluctuations in demand for 
minerals that are often due to political events, such as war or danger of 
war, frequently result in price instability. 

The impact of this intense price variability on the economy of the ex- 
porting country is generally not softened by any variations in an opposite 
direction in the volume of their exports but, on the contrary, is ag- 
gravated by variations in the same direction. 

In exporting countries which are responsible for only a small part of 
total world output of the commodity involved, there may be a tendency, 
often encouraged by the government, for producers or exporters to 
accumulate stocks (or, in the case of mining products, to reduce pro- 
duction) during periods of price decline, and to deplete stocks (or to 
increase the exploitation of mines) when prices are rising. But also 
countries which produce a major part of the world output of the com- 

modity involved sometimes try to slow down a fall in international 
prices, or at least to mitigate its impact on domestic producers, by 
policies of stock accumulation during periods of price decline and of 
stock depletion during periods of price rise. 

As a consequence of these policies, the prices of exports and the 
quantities exported often tend to fluctuate in the same, rather than in 
opposite, directions; the fluctuations in total receipts are, consequently, 
wider and steeper than the fluctuations in either prices or quantities 
exported. Since these fluctuations in the value of exports are generally 
much wider than those in the prices paid for imports, “real exports” as 
defined above, i.e., the purchasing power of exports over imports, also 
tend to show wide fluctuations. An aggravating factor is the tendency, 
which might indeed be expected, for the net proceeds from long-term 
foreign investments or loans to move in the same manner as the pro- 
ceeds from exports, the main reason for this being that long-term invest- 
ments and lending are more profitable and less risky during periods of 
prosperity and of boom in the country of destination. 


Recent Experience of Variability of Real Exports 


The recent experience of six selected Latin American countries in 
relation to fluctuations in real exports is illustrated in Charts 1 and 2, 
which show the fluctuations of export values, adjusted by an import 
price index, around their mean level during the period 1946-53. (Ex- 
ports of services have been neglected as being of small importance.) 
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The selection of this period as a basis for comparison is perhaps open to 
some criticism: it was hardly normal, because of the short-lived dip of 
1949 and, particularly, of the raw material boom in the first stages of the 
Korean war. The degree of variation was in fact at its maximum during 
this period. However, any search for a “normal’’ period would carry the 
investigation so far into the past as to get out of touch with current 
conditions; provided that its limitations are understood, 1946-53 may 
be accepted as providing a useful basis for investigation. 

Chart 1 covers three countries where there have been pronounced 

Cuart 1. VARIABILITY OF “REAL Exports” oF Ecuapor, PARaauay, 

AND Uruauay, 1946-53! 
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fluctuations, with short periods of expansion or of contraction. The real 
value of exports of Ecuador rose steeply, from 42 per cent below average 
in 1949 to 31 per cent above average in 1950; from 1952 to 1953 there was 
a fall of about 13 percentage points. Equally pronounced were the 
fluctuations in the real exports of Uruguay, which expanded from 19 per 
cent below average in 1948 to 34 per cent above in 1950 and declined to 
a few percentage points below average in 1952. In Paraguay the max- 
imum change occurred from 1947 to 1950, when real exports rose from 
30 per cent below average to 21 per cent above. (See also Table 1.) 

Chart 2 covers three other countries for which fluctuations in real 
exports are a little less pronounced than those of the countries in Chart 
1. During 1946-50 the real exports of Bolivia, Brazil, and Chile were 
below the average for the period as a whole; they expanded in 1951 and 
subsequently tended to decline. The maximum deviations were 26 per 
cent below average in Bolivia in 1947 and 32 per cent above average in 
Chile in 1952. (See Table 1.) 


Cuart 2. VARIABILITY OF “REAL Exports’ or Boutvia, Brazit, 
AND CHILE, 1946-53! 
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These changes during 1946-53 may be usefully compared with the 
wartime fluctuations in real exports (Table 2). From 1939 to 1946 
fluctuations also were large, especially in Uruguay, where the value of 
real exports rose from 36 per cent below average in 1942 to 41 per cent 
above average in 1946; in Brazil, where it rose from 12 per cent below 


TABLE 2. VARIABILITY OF “REAL Exports”? oF NINE LaTIN 
AMERICAN COUNTRIES, 1939-46! 


(1989-46 = 100) 





Year Bolivia Brazil Chile Cuba [Ecuador ElSalvador Peru Paraguay Uruguay 





1939 75 100 = 115 96 57 124 103 73 95 
83 96 58 





1 Indices of ‘‘real exports” as described in footnote 2 of Table 1. Based on 
data from International Monetary Fund, International Financial Statistics. 


average in 1943 to 20 per cent above average in 1946; in Peru, from 24 
per cent below average in 1943 to 53 per cent above average in 1946; 
and in Cuba, from 37 per cent below average in 1942 to 23 per cent above 
average in 1944. 

For these fluctuations there were several reasons, which, as a rule, 
tended to produce their effects at the same time. Political conditions 
abroad often strongly affected the prices of raw materials to a much 
larger extent than they affected the general level of prices. During 1942- 
46 and 1950-51, real exports of nearly every one of these countries rose 
rapidly, and there also were pronounced fluctuations in the volume of 
exports. 

Whatever the reason, the pronounced variability in real exports, which 
is the most outstanding characteristic in every country studied, is a 
powerful obstacle to any kind of economic programing of investment, 
imports, public expenditures, etc. As neither the volume nor the prices 
of exports can be easily regulated, the possibility of reducing such 
variability is slight. A degree of variability in real exports sufficient to 
create substantial problems for the raw material countries exposed to 
these variations seems likely to continue, whatever its immediate causes 
may be. 
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The Search for Short-Term Balance of 
Payments Equilibrium 


The tendency toward pronounced variability in real exports creates 
some particularly acute problems. If the rate of real imports is more 
or less maintained, there is a serious risk of disturbance to the bal- 
ance of payments equilibrium; or, if measures are taken to keep the 
balance of payments as close to equilibrium as possible, wide fluctuations 
in imports are likely, which can have disturbing effects on the economy. 
It is generally recognized that the maintenance of equilibrium in the 
balance of payments is one of the most important objectives of economic 
policy. Such equilibrium may emerge as the result of spontaneous re- 
sponses to changing conditions. It is inevitable that equilibrium must. be 
attained in one way or another, for the demand for exchange cannot 
indefinitely exceed the supply which becomes available. Equilibrium, 
however, has to be interpreted with reference to a time period. Since the 
current analysis is confined to the problems which arise for countries 
whose real exports are liable to marked variations as those countries 
endeavor to determine the periods within which they may safely permit 
temporary disequilibrium in the balance of payments, equilibrium is 
examined here only from the point of view of its short-term and medium- 
term aspects. 

Very few of the countries whose exports show strong seasonal vari- 
ations attempt to ensure strict equilibrium for a period shorter than one 
year. Fluctuations in export receipts will not, as a rule, be followed 
immediately by corresponding fluctuations in imports, for central and 
commercial banks are usually equipped with such modest reserves as are 
necessary to overcome merely seasonal disequilibria between receipts and 
payments. ‘Short-term’ equilibrium may therefore be defined as in- 
volving the attainment of a balance between receipts and payments over 
a period of about a year. Where the reserve position is sufficiently 
strong, a country may be content to allow a longer period to elapse before 
equilibrium is established. Such “medium-term” equilibrium may be 
defined as covering a period of up to eight years. 

The monetary authorities who wish to assure balance of payments 
equilibrium may act on exports, on imports, or on other items in the 
balance of payments, and their actions may be combined in a wide 
variety of ways. For obvious reasons, imports appear to be the most 
flexible item in most of these countries, and intervention is usually 
concentrated upon them. An expansion of imports from one year to 
another is easy in countries where the exchange rate is overvalued and 
there is a general system of restrictions. A relaxation of restrictions 
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nearly always results in a sudden expansion of imports, especially when 
the income level is rising. If imports have to be reduced drastically, the 
desired result can be achieved by strengthening controls or by suddenly 


devaluing the exchange rate or by using both instruments. In all cases, ( 
when the aim of policy is short-term equilibrium in the balance of pay- | 
ments, very effective instruments of control have to be applied to 


imports, the most important and most flexible item in the balance of 
payments. Clearing agreements require an automatic adjustment of 
imports to the varying level of exports, especially when the agreements 
do not provide for reciprocal granting of credit. 

If economic policy aims at the maintenance of a medium-term balance 
of payments equilibrium, as arbitrarily defined here, any short-term 
disequilibrium has to be covered by the use of reserves; exchange re- 
strictions can then be less stringent than is necessary if short-term 
equilibrium is the objective. 

The foreign trade policies of a country are not always consistent; they 
vary extensively in response to political and economic changes. In 
general, their objectives fall in an intermediate position between the 
short-term and the medium-term equilibrium described above. Countries 
with fairly large monetary reserves, or whose exports do not vary so 
widely, may aim at maintaining some degree of stability in the volume of 
imports. This does not imply precise uniformity from year to year in the 
volume of imports; rather, it implies the prevention of recurring broad 
fluctuations. On the other hand, many countries for which the variability 
of real exports is a constant problem may, because of inadequate reserves 
or the difficulties of forecasting, or for other reasons, follow policies that 
aim at attaining short-term equilibrium in the balance of payments. 
This often implies a degree of variability in imports as large as, if not 
even larger than, the variability of exports. 

In most countries, rather severe forms of import control, e.g., rigid 
systems of quantitative restrictions or cost restrictions imposed through 
multiple rate policies, have been the instruments most commonly used to 
ensure short-term equilibrium. The exchange budget based on estimated 
foreign exchange receipts is a useful instrument for achieving this pur- 
pose. The maintenance of overvalued rates for at least a proportion of 
imports implies the existence of a large backlog of demand that can be 
satisfied whenever a sudden rise in export receipts permits a relaxation 
of restrictions. Moreover, the close association in some countries between 
export income and government revenue means that government imports 
fluctuate more or less directly with variations in export earnings. Other 
balance of payments items, such as services and capital movements, are 
less flexible and less easy to control by direct methods. An attempt is 
often made to revise legislation in order to promote a larger inflow of 
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capital during periods of falling exports, but the effort is often frustrated 
by the very existence of those conditions which the inflow of foreign 
/ capital should relieve. The attempt to reduce the outflow of investment 
' income through controls may result in a decline in the inflow of new 
| capital, so that there is no benefit for the balance of payments. 


Some Aspects of Short-Term Equilibrium Policy 


An analysis of the economic implications of policies designed to ensure 
short-term equilibrium in a country’s balance of payments raises a 
number of important issues. When real export income is rising as a result 
of a substantial improvement in the terms of trade or for reasons re- 
lating to production, both the increase in national income and the im- 
provement in the reserve position tend to lead to a rapid increase in im- 
ports. An improvement in export earnings affects the income of both the 
private and the public sector. In the private sector—first in the export 
industries, and then in other industries as the income expansion radiates 
through the rest of the economy—both consumption and investment will 
increase. Spending may increase more rapidly than income, as a general 
wave of optimism pervades the economy and a less cautious attitude on 
the part of the banks makes possible an expansion of credit in order to 
finance expanded demand. 

The public sector may respond in a somewhat similar manner. In 
several Latin American countries, the methods most convenient for the 
collection of government revenue create a direct link between fluctu- 
ations in those revenues and fluctuations in export income. In fact, 
whenever export and government revenues rise, the government’s 
consumption and investments also expand. In such periods of pros- 
perity, large deficits often occur, which indicate that a purely temporary 
movement has been interpreted as a permanent improvement. When the 
general programing of public expenditures is based on overoptimistic 
considerations, there is likely to be substantial overexpansion. 

As a result of these responses in the private and the public sectors, the 
stimulation provided by higher exports may lead to an even larger in- 
crease in demand for imports. A comparative abundance of foreign 
exchange resources may induce the government to liberalize import 
controls greatly, before the full effects of the expansion of internal 
demand on imports have become evident. As a result of a chain of events 
of this nature, it not infrequently happens (as the figures given below 
indicate) that a country showsa balance of payments deficit during 
periods of export expansion. 

If real exports decline owing to a deterioration in the terms of trade or 
to unfavorable production trends, imports eventually have to be cur- 
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tailed, to maintain equilibrium in the balance of payments. Imports 
may be reduced by even larger percentages than the fall in exports, to 
permit repayment of foreign indebtedness, frequently accumulated 
during periods of prosperity. This process of adjustment to a lower level 
of imports is painful and often wasteful. A sudden return to a more 
moderate level of consumption of imported commodities is difficult to 
achieve except by the adoption of drastic forms of control. Some invest- 
ment projects may have to be abandoned, and economic activities may 
have to be reduced. A reduction of imports of raw materials and of 
machinery may result in large disturbances to the productive process, in 
production bottlenecks, and in some unemployment. 

As indicated above, a substantial fall in export income may result in a 
pronounced decline in government revenue. However, a curtailment of 
public expenditures is not easily achieved, and the resulting deficits may 
be financed by resort to central bank credit. Such an expansion in the 
money supply at a time when goods are less readily available has a strong 
inflationary impact. This chain of reactions weakens the economy con- 
siderably; in an unstable environment, the programing of development 
becomes extremely difficult if not impossible. 


Variability of Real Imports 


The fluctuations in real imports associated with fluctuations in real 
exports are shown for six selected Latin American countries (including 
five whose export fluctuations are discussed above) in Charts 3 and 4. 
As in the charts for exports, the import values, adjusted by reference to 
an import price index, are plotted as percentages of the average for 
1946-53. 

Brazil shows the widest range of fluctuations (Chart 3). From a level 
36 per cent below average in 1946, Brazilian real imports rose to 44 per 
cent above average during 1951 and 1952, and then declined below 
average in 1953 (Table 3). Real imports of Paraguay also moved er- 
ratically within a very broad range: they were 13 per cent below average 
in 1947, 8 per cent above average in 1949, 17 per cent below average in 
1950, and 14 per cent above average in 1952. For Uruguay, real imports 
were 17 per cent below average in 1946, 3 per cent above in 1947, 17 
per cent below in 1949, 41 per cent above in 1951, and roughly 9 per cent 
below in 1953. 

The fluctuations (shown in Chart 4) for Chile, Ecuador, and Peru are 
much less pronounced, especially if a rising line rather than a simple 
average is taken to represent the trend. Imports of these countries 
rose steadily; short-term fluctuations from one year to another were the 
exception rather than the rule. 

An examination of data for the war period, on the other hand, throws 
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Cuart 3. VARIABILITY OF ‘“‘REAL Imports” oF BRAZIL, PARAGUAY, 
AND Uruauay, 1946-53! 
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little light on the import policies of these countries at that time. During 
the first few years of the war (roughly 1939-42), Latin American 
countries maintained a reduced volume of imports, owing to difficulties of 
transportation and of production in foreign countries. At that time, 
monetary reserves were accumulated, which permitted a steady and 
large expansion of imports in the later period. 


Assurance of Greater Stability to Imports 


If the serious disadvantages resulting from sharp and frequent fluc- 
tuations in the volume of imports are to be avoided, a country has to be 
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in @ position where there is less need for concern over the maintenance of 
short-term balance of payments equilibrium. A country with a relatively 
easy reserve position can afford to take measures tending toward a 
stabilization of income in the face of wide export fluctuations, and it can 


Cuart 4. VARIABILITY OF “REAL Imports’? oF CHILE, Ecuapor, 
AND Peru, 1946-53! 


(1946-53 = 100) 
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also afford to pursue a more stable policy with respect to measures af- 
fecting imports directly. 

The two objectives, import stabilization and income stabilization, 
need not be incompatible in countries where the effects of imports on 
investments, bank loans, government revenues, and expenditures are so 
important as they are in many Latin American countries. Of course there 
is the ever present danger of disturbances resulting from frequent and 
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recurrent short-term balance of payments disequilibria and from the 
wide fluctuations in monetary reserves. However, there is likely to be 
some offset to these disturbances. 

In periods of falling export receipts, domestic income generally tends 
to decrease in both the private and the public sector. However, imports 
could not be maintained without the adoption of appropriate fiscal and 
monetary policies which would also offset the general decline in income, 
The deflationary impact of a balance of payments deficit could be offset 
by the expansionary impact of fiscal and monetary policies. Likewise, 
during periods of export expansion monetary and fiscal policies could be 
influential in the opposite direction in maintaining imports at a more or 
less constant level. The demand for credit would be kept under control 
and increased revenue would strengthen the financial position of the 
government. Therefore, through the actions of banks and the fiscal 
policies of the government, a reasonable degree of stability could be 
maintained in the economy in the face of recurrent disequilibria in the 
balance of payments. 

A clear illustration of the compensatory impact of banking policies 
is provided by data for Uruguay. A comparison of the annual expansion 
in the outstanding volume of bank loans in Uruguay with the annual 
changes in the banks’ holdings of gold and foreign exchange, both ex- 
pressed as percentages of the money supply, is given in Chart 5 and 
Table 4. From the diverging trends of the two curves it is clear that 
whenever a decline in the banks’ holdings of gold and foreign exchange 
had a deflationary impact, the expansion in the banks’ loans tended to 
be large; when an increase in the banks’ holdings of foreign exchange had 
an inflationary impact, the expansion in the banks’ loans tended to be 
very small. 

The chart shows, therefore, that in Uruguay the banking system 
tended, on the whole, to mitigate the impact of export fluctuations and 
not, as may frequently happen elsewhere, to reinforce it by credit ex- 
pansion in boom years and by credit contraction in years of depression. 
As a result, when export incomes declined, imports were maintained by 
the extension of credit to exporters and importers, or for development 
purposes. The institutional structure of the banking system compelled it 
to follow corresponding offsetting policies in the years when exports 
were high and reserves were accumulating. In those years the central 
bank had to reduce its lending for developmental purposes, because it 
was not permitted to issue new currency against the greater part of its 
foreign exchange balances (i.e., those held in inconvertible currencies). 
Its cash was, in effect, “frozen” through the purchase of foreign exchange 
balances. 


To one familiar with the economic structure of most Latin American 
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Cuart 5. Factors or Monetary Expansion 1N Urnuauay, 1946-52! 
(Annual changes as per cent of money supply) 
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countries, however, the mechanism of the second correcting factor, i.e., 
fiscal policy, appears more important. International trade produces in- 
come for the central government from (a) customs duties and other 
indirect taxation of imports, (b) taxation of exports, which is related to 
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export prices and volume, and (c) exchange rate differentials, which 
result from maintaining selling rates generally higher than buying rates. 

Whenever export income falls drastically and imports are correspond- 
ingly reduced in order to achieve equilibrium in the balance of payments, 
government revenue falls. Thus a deficit will appear with a compensatory 
impact, which may offset in part the deflationary trends in the economy. 
The opposite may happen during periods of expansion if an adequate 
degree of caution is exercised. 


TaBLe 4. Factors oF MONETARY EXPANSION IN Uruguay, 1946-52 

















Cc es in Changes in 
Bete ct © _Changesin ‘Ereldings of Changes i 
Gold and Banks"! _— = id and Banks’ Loans 
Exchange? Investments? Exchange Investments 
Year Fad In Millions of Pesos 0, Beno ony Supply - 
1946 +17 +77 +4.8 +21.8 
1947 410 —51 +99 -—12.4 +24.1 
1948 443 —30 +91 —6.8 +20.4 
1949 486 —5 +49 —1 +10.1 
1950 527 +71 +75 +13.5 +14.2 
1951 640 —112 +161 —17.5 +25.2 
1952 628 +71 +19 +11.2 +3.0 





1 Data as of beginning of year. Money supply as published in International 
Monetary Fund, International Financial Statistics, plus government deposits 
with the Bank of the Republic. 

2 Derived from data in the consolidated balance sheet of the commercial banks 
of Uruguay and the balance sheet of the Bank of the Republic. 


The adoption of policies of import stabilization would presumably 
change this picture, but not very drastically. It is likely that during 
periods of depressed export income government revenue would decline 
less than in the previous case, since imports, production, and investment 
in the private sector would be maintained; at the same time, government 
expenditure, especially on public investment, is less likely to be cur- 
tailed if imports are kept more or less constant. 

During periods of export expansion the increase in government 
revenue would presumably be less if imports were maintained constant. 
But since the public program of investment expenditure, so closely 
linked to imports in these countries, would not respond so quickly to 
fluctuations in exports, there is a possibility of an improvement in the 
budgetary position, which may offset, in this sector, the expansion 
originating from the increase in exports and from the over-all surplus 
in the balance of payments. 
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If they are to be completely effective, such policies of income stabili- 
zation and import stabilization require that substantial monetary 
reserves should be available for use during periods of depressed exports. 
Monetary reserves might fluctuate extensively from year to year, but 
they would remain roughly unchanged over medium-term periods of, 
say, eight years. Countries with very large reserves may permit an over- 
all deficit in the balance of payments for a medium-term period; if 
reserves are small, medium-term stabilization would still be possible if 
imports were kept at a somewhat lower average level, which would 
permit some long-run accumulation of reserves. 

The difficulties of pursuing these policies may, however, be so great as 
to offset the benefits that can be derived from them. A country normally 
confronted with a high degree of variability in its real exports should 
attempt to adopt policies of import stabilization only when it can fore- 
cast with some accuracy the future trend of its exports and it possesses 
adequate monetary reserves. These two requirements are closely in- 
terrelated. 

An approximate forecast of trends of real exports for a medium-term 
period can be based on an appraisal of production trends for the main 
export commodities and on considerations affecting fluctuations in 
income abroad (business cycles) and prices. Production trends can be 
more readily appraised by countries that export only a few commodities, 
though forecasting errors are more likely to cancel out if there is a con- 
siderable diversity of exports. 

The range of fluctuations in the past, measured by reference to the 
ratio of average real exports during the period selected for consideration 
to real exports in the base year, may be illustrated from the experience 
of 1946-53. This experience suggests, in retrospect, the considerations 
that would be applicable to a judgment regarding the adequacy of re- 
serves at the beginning of the period, i.e., at the beginning of 1946, for a 
policy of medium-term import stabilization. For the period 1946-53, the 
real value of exports averaged 28 per cent higher than in 1946 for Chile, 
14 per cent higher for Uruguay, 10 per cent higher for Brazil, and 5 per 
cent lower for Paraguay. These figures show that there was, at least in a 
few countries, a strong rising trend during the period under consider- 
ation. A projection of these figures, however, cannot yield an accurate 
forecast of import policy. Large errors may be made in estimating the 
equilibrium level of imports. Monetary reserves would increase if the 
estimate is too low, and they would decline if the estimate is too high. 

A country with large reserves can afford to be optimistic in its pro- 
jections, but the opposite is true for countries insufficiently provided with 
reserves. In any event, the estimates are tentative projections; from time 
to time there may have to be some deviations from the policy of import 
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stabilization, especially if unusual events occur. For instance, a deep 
business depression in foreign markets, which might result in a tre. 
mendous decline in exports, is difficult to foresee. If there should be such 
a depression, the equilibrium level of imports should be immediately 
lowered, to avoid a great loss of monetary reserves. Conversely, if un. 
usual events, such as the boom resulting from the Korean war, should 
cause exports to rise sharply, an upward revision of imports could be 
contemplated. The exchange control authorities should be very cautious 
in interpreting as an indication of a permanent change a movement, 
whether in exports or in reserves, which may be merely temporary. The 
experience of the 1946-53 period shows that fluctuations may be very 
pronounced; the very high export levels reached in 1951, for example, 
could not be maintained in the following years. To base a program of 
investment, of development, and of public consumption on an ex- 
ceptional situation involves serious dangers. 


A Review of Policies 


The juxtaposition for individual countries of their export and import 
curves makes possible a more detailed examination of the general char. 
acteristics of national monetary reserve and import policies in the period 
1946-53. The two curves are shown together in Charts 6-10 for four of 
the countries to which reference has already been made, and also for El 
Salvador where, in contrast to the other countries which have been 
examined, direct government control of foreign trade has been in- 
significant. All items in the balance of payments other than exports and 
imports (i.e., services and capital movements) are neglected because in 
most cases their net amount is not large and their real variations are not 
significant; trade fluctuations are the dominant influence in determining 
the balance of payments of these countries. 


Chile 


The record shows that the Chilean authorities placed considerable 
emphasis on the search for short-term equilibrium in the balance of pay- 
ments. During the period 1946-53 there were fluctuations in reserves, 
expecially the decline of $13 million in 1947 and of $6 million in 1949, and 
the increase of $12 million in 1952 (Table 5). These movements are a 
result of variations in imports and exports shown in Chart 6. However, 
the fluctuations reflect, for the most part, the difficulty of achieving from 
year to year a perfect adjustment of imports to the changing level of 
exports. In general, there was a tendency for the two curves to move in 
the same direction. On the other hand, there was substantial equilibrium 
in the balance of payments for the period as a whole, since reserves did 





ble 





LATIN AMERICAN IMPORT STABILIZATION POLICIES 277 


Taste 5. Monetary Reserves or Nine LATIN AMERICAN CouNTRIES, 1946-53! 


(In millions of U.S. dollars) 





Years Bolivia Brazil Chile Cuba Ecuador El Salvador Paraguay Peru Uruguay 





1946 35 666 110 232 33 28 10 38 =. 252 
1947 30 750 69 266 37 29 11 35 =. 291 
1948 27 775 56 346 27 29 9 32 255 
1949 29 757 53 316 28 30 6 44 21 
1950 25 719 42 343 27 37 3 47 = 216 
1951 29 665 55 418 37 41 13 52 = 312 
1952 35 514 56 495 31 43 19 60 199 
1953 29 525 67 448 44 44 18 56s 216 





1 Gross holdings of gold and foreign exchange of central banks as of beginning 
of year. 
Sane: International Monetary Fund, International Financial Statistics. 


CHart 6. VARIABILITY OF ‘REAL Exports”? AND “REAL Imports”? 
OF CHILE, 1946-53! 
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not change much from 1946 to 1953. The expansion of exports was 
matched by a similar expansion of imports. The average of real exports, 
for the period as a whole, was 28 per cent higher than in 1946, while the 
average of real imports was 22 per cent higher. 

Strict import controls were maintained to assure short-term 
equilibrium in Chile’s balance of payments. The controls included quan- 
titative import restrictions, multiple rates, and, in general, a yearly 
programing of foreign exchange payments on the basis of estimated 
foreign exchange receipts, through the preparation of an exchange budget 
at the beginning of each year. 

The fluctuations in real exports were not very sharp; a continuous 
expansion at least through 1952 is noticeable, in large part resulting from 
an improvement in the terms of trade, following an upward movement 
in the prices of copper and nitrates, Chile’s main exports. The policies 
of the banking system and of the Government were not greatly affected 
by fluctuations in reserves, although they were strongly influenced by 
variations in export income. The large expansion in export receipts 
during 1949-52 resulted in a recrudescence of the inflationary forces 
which have for a long time undermined the Chilean economy. The 
Government expanded its outlays much in excess of the growth in 
revenues resulting from the prosperous foreign trade position. Large 
deficits in the public sector contributed to a steady growth in the money 
supply. The banking system did not pursue compensatory or stabilizing 
policies; its lending expanded in line with the growth of the credit base. 

Monetary reserve holdings of the Central Bank, which amounted to 
$110 million at the beginning of 1946, appear to have been “inadequate” 
for the adoption of policies tending to maintain stability in Chile’s 
imports. The ratio of monetary reserves at the beginning of 1946 to the 
average value of real exports during the period 1946-53 was 40 per cent, 
while the sum of the annual percentages by which real exports in 1946-50 
fell short of the average for the whole period 1946-53 (as indicated by the 
shaded area in Chart 6) was 60. 


Uruguay 


The monetary authorities of Uruguay, in a manner similar to that of 
Chile, also aimed at short-term equilibrium in the balance of payments 
(Chart 7). However, the availability of large reserves made possible 
a greater degree of flexibility in the adjustment of imports to the chang- 
ing level of exports. There were large balance of payments disequilibria, 
especially during years of sharp changes in exports, as in 1947, 1950, and 
1951. There were marked fluctuations in central bank holdings of gold 
and foreign exchange: a decline of $36 million in 1947, an increase of 
$96 million in 1950, and a decline of $113 million in 1951 (Table 5). 
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Uruguay’s real exports showed pronounced variations, especially from 
1947 to 1950 (an increase of 56 percentage points) and from 1950 to 1952 
(a decline of 39 percentage points). This resulted from sharp price 
variations for major exports (wool, meat, etc.), as well as from a reluc- 
tance to export during periods of price decline. For the entire period 


CuHart 7. VARIABILITY OF “REAL Exports’’ AND ‘“‘REAL Imports” 
or Uruauay, 1946-53! 
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1946-53, real exports averaged 14 per cent above such exports in 1946; 
for imports the expansion was larger, aggregating 20 per cent. 

Import controls in Uruguay included quantitative restrictions, 
multiple exchange rates, and the preparation of exchange budgets. As a 
result of the time lag in effecting the necessary adjustments to imports, 
there were large deficits or surpluses in the balance of trade in the years 
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immediately following drastic changes in export trends. For this reason, 
the variability from year to year in real imports was even greater than 
that for exports. 

The ratio of monetary reserves at the beginning of 1946 to the average 
value of Uruguay’s real exports during the period 1946-53 amounted to 
145 per cent (Table 6). The sum of the annual percentages by which real 


TaBLeE 6. MonEetTaRY RESERVES AS A PERCENTAGE OF THE 1946-53 AVERAGE oF 
THE REAL VALUE OF Exports OF NINE LATIN AMERICAN 
Countriss, 1946-53! 





Cuba Ecuador El Salvador Paraguay Peru 
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1 Monetary reserves data are those in Table 5. The 1946-53 averages for the 
real value of exports were as follows: Bolivia, $92 million; Brazil, $1,072 million; 
Chile, $272 million; Cuba, $573 million; Ecuador, $46 million; El Salvador, $129 
million; Paraguay, $25 million; Peru, $150 million; Uruguay, $174 million. 


exports in 1946-49 fell short of the average for the whole period was 63. 


Thus reserves in Uruguay appear to have been adequate for purposes of 
import stabilization. 


Ecuador 


Ecuador’s real exports fluctuated extensively during the period under 
consideration (Chart 8), as a result of sharp changes in the terms of trade 
and in production, and of the export control policies designed to assure 
adequate domestic supplies of staple foodstuffs, such as rice. The import 
and export curves showed divergent movements. As indicated by Chart 
8, there was some degree of import stability from 1946 through at least 
1952; it is apparent that the monetary authorities had considerable 
success in stabilizing imports, at least up to 1952, in the face of sharp 
variations in the level of exports. In 1953, a rise in income and an ex- 
pansion in investment and in bank lending resulted in a steep rise of 
imports. For the entire period, real imports averaged 34 per cent above 
those in 1946. The expansion in real exports during this period was small, 
the average being only 8 per cent above the value in 1946. 

The lending policies of the banking system were compensatory, and 
fluctuations in monetary reserves did not affect significantly domestic 
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monetary trends. Rough stability in government expenditure was 


maintained, even during periods of large expansion in income from 
exports. 


Cuart 8. VARIABILITY OF “REAL Exports” AND “REAL Imports’’ 
_ oF Ecuapor, 1946-53! 
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The monetary reserves of the Central Bank rose only slightly, from 
$33 million at the beginning of 1946 to $39 million at the end of 1953. 
The ratio of monetary reserves at the beginning of 1946 to the average of 
real exports during the period 1946-53 was 72 per cent. The sum of the 
annual percentages by which real exports in 1946-49 fell below the 
average for the whole period was 88. Reserves do not appear to have 
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been quite adequate to ensure import stabilization throughout the en. 
tire period. 

There were large deficits in Ecuador’s balance of payments during the 
period 1947-49, when imports were maintained despite a sharp fall in 
the value of exports. The decline between 1946 and 1949 in the Central 
Bank’s gross reserves amounted to $10 million. In 1950 there was an 
increase of almost $11 million, since a large expansion in export income 
was not counteracted by a similar expansion of real imports. 


Brazil 


The sharp fluctuations in the real exports of Brazil during the period 
under consideration (Chart 9) resulted from changes in export prices or 
production trends or from the accumulation of stocks of export com- 
modities during periods of low international prices. In the period 1946-49, 
imports were maintained at a level commensurate with the level of 
exports, the balance of payments was roughly in equilibrium, and there 
was little change in reserves. The monetary authorities attempted to 
maintain short-term equilibrium in the balance of payments during 
those four years. In 1950 imports were kept low, notwithstanding the 
sharp expansion in exports during that year, and stringent quantitative 
controls on imports permitted the achievement of a large surplus. 
During 1951, however, imports were allowed to expand much more than 
exports; and in 1952 they were maintained at the same high level not- 
withstanding the substantial decline in export income in that year. 

The movements of the two curves in Chart 9 indicate the adoption in 
Brazil of policies with objectives other than import stabilization; large 
balance of payments deficits occurred during periods of record exports, 
and imports fluctuated widely around their 1946-53 average. 

The large deficits in the trade and payments balance resulted in a 
depletion of monetary reserves and in an accumulation of short-term 
indebtedness to foreign exporters. 

The overexpansion of imports for the period as a whole is indicated by 
the fact that real exports averaged 10 per cent higher than the com- 
parable value for 1946, while the average for real imports was 56 per 
cent higher than in 1946. The substantial expansion in imports during 
1951-52 was the result of a liberalization of controls, which, however, 
were still rather stringent, and of the maintenance of a stable rate of 
exchange, despite the considerable decline in purchasing power of the 
Brazilian currency during this period of strong inflation. The fact that 
inflation continued in 1951 and 1952, notwithstanding the huge balance 
of payments deficit, indicates that the monetary impact of the balance 
of payments was of small significance and was more than completely 
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Cuart 9. VARIABILITY OF ‘‘REAL Exports’”’ AND “REAL Imports’’ 
oF Braziu, 1946-53! 
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offset by other factors. The variations in imports had a strong impact on 
the Brazilian economy and the productive structure. 

If Brazil’s large short-term indebtedness is included in the calculation 
of reserves, the reserve position in 1953 was probably negative. The 
immediate problem for Brazil is the re-establishment by means of 
balance of payments surpluses of its previous reserve position. 

The ratio of monetary reserves at the beginning of 1946 (gross holdings 
of the Bank of Brazil) to the average of real exports during the period 
1946-53 was 62 per cent (Table 6). Since the sum of the annual per- 
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Cuart 10. VaRIABILITY OF ‘REAL Exports’? AND “REAL Imports’”’ 
oF Et Satvapor, 1946-53! 
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centages by which reai exports in 1946-49 fell short of the average for 
the whole period was 54, reserves appear to have been barely enough 
in 1946 for purposes of import stabilization. 


El Salvador 


The record for El Salvador contrasts, in many respects, with that of 
the other four countries examined in this study. El Salvador is a country 
in which conditions closely approximate those of a free economy, where 
economic adjustments occur automatically without interference by any 
of the purposive controls adopted in most of the other countries. 

Coffee is El Salvador’s most important export. Despite some sharp 
variations in production and in the volume of exports, El Salvador’s real 
exports rose steadily from 1946 to 1953 and real imports tended to rise at 
much the same rate (Table 7). There was little effort to accumulate 
reserves, and export earnings were spent very nearly as they were 
earned. 

As shown by Chart 10, fluctuations around the trend line were neg- 
ligible. However, this trend should not be projected into the future. A 
considerable flattening out of both curves may be expected, but fluctua- 
tions from year to year may appear again, if export prices remain stable 
while there are strong variations in production and the volume of 
exports. 


TaBLe 7. VARIABILITY OF “ReaL Exports” anp “REAL Imports” 
oF Ex Satvapor, 1946-53 





Index of Index of 
Value of Exports “Real Value of Imports “Real 
- Exports’’? * Imports’’ 
Million Index- (1946-53 = Million Index (1946-53 = 
colones! (1946 = 100) 100) colones! (1946 = 100) 100) 


63.5 

99.2 
112.4 
135.2 
171.0 
209.0 
218.3 
243.0 














1 From International Monetary Fund, International Financial Statistics. 
* For description of this series, see Table 1, footnote 2. 
* For description of this series, see Table 3, footnote 2. 


Summary and Conclusions 


With a few exceptions there was a substantial degree of variability 
in the real exports of most Latin American countries during 1946-53, 
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which may be regarded as a medium-term period. Such variability has 
particular importance in view of the great sensitivity of these economies 
to the impact of international factors. Their economic history has, to a 
large extent, been dominated by the actions they have had to take in 
response to sudden increases and decreases in export income. There are 
reasons for believing that, over a medium-term period, a substantial 
degree of variability in real exports is a permanent feature of these 
economies; this is due chiefly to lack of export diversification, marked 
variations in prices and production of major exports, and the adoption of 
commercial policies of “price defense,” which have meant the accumula- 
tion of commodity stocks during years of price declines for sale during 
periods of price increases. 

If adequate reserves are not available, a great variation in export 
income will have serious effects on the smooth development of an 
economy. In that situation the government may be forced to pursue 
policies designed to adjust imports each year to variations in exports. 
This would lead to frequent revisions of the levels of public and private 
investment and consumption in countries, such as those of Latin America, 
where such investment and consumption are largely based on imported 
goods. As a result, internal programing of investment and of consump- 
tion becomes almost impossible when the country cannot rely on sta- 
bility of imports. 

Furthermore, from the adoption of policies of short-term balance of 
payments equilibrium, there frequently arises the need to make drastic 
revisions in the import program. This presupposes the maintenance of 
efficient systems of import control to be strengthened whenever the need 
arises, for example, because of sudden decreases in export income. 

Policies designed to secure greater stability of imports can be based 
only on long-term projections and forecasts of economic trends. They 
also imply the availability of rather large monetary reserves to be used 
as “buffer stocks” for the maintenance of a high level of imports when 
real exports drastically decline. These policies would have a beneficial 
effect since they would remove the major disadvantages of fluctuating 
real imports. The destabilizing effects on income of balance of payments 
disequilibria are not likely to be of great importance. 

The adequacy of reserves for the pursuance of medium-term import 
stabilization requires consideration from three standpoints: (1) the 
degree of export variability; (2) the country’s position at any point of 
time in relation to the trade cycle; (3) accuracy of forecasts. 


Degree of export variability 


The greater the degree of variation of real exports, the greater the 
need for reserves. A study of past trends can indicate only the order of 
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magnitude of past fluctuations, and any projections or estimates for 
the future based on such study must be interpreted with great caution. 

The variability of real exports in the countries examined in this 
paper was roughly indicated by summing the percentages by which 
real exports fell short each year of the average during periods of con- 
sistently depressed exports. The highest total (88) was for Ecuador. A 
plausible conclusion is that reserves higher than, say, 90 to 100 per cent 
of average real exports would be roughly adequate for purposes of 
medium-term import stabilization. 


Relation to the trade cycle 


In order to judge the adequacy of monetary reserves, it is necessary 
to estimate the position which the country has reached at any point of 
time in relation to the trade cycle. The maximum need for reserves is in 
the year or two just before exports fall below their estimated average. 
In periods of export expansion, it is necessary to provide for a con- 
tinuous growth of reserves. 


Accuracy of forecasting 


Any projection of average real exports for a medium-term period is 
difficult, and large errors are likely. The greater the degree of possible 
error, the greater the need for reserves. Particularly when reserves are 
not large, estimates should be cautious and imports should be estab- 
lished at a level lower than that indicated by the export forecast. 

Even if reserves should be inadequate to assure perfect stability of 
imports, they may be sufficient to permit the avoidance of sharp and 
strong variations in real imports. The more limited goal of reducing the 
degree of instability in imports can be achieved by establishing, with 
extreme caution, the level of future imports and by making appropriate 
revisions of programs during the period. 





Foreign Exchange Budgets in Latin 
America 


Albert A. Mattera* 


HE CONCEPT of a foreign exchange budget and the use which 
may be made of it are not so well known or so generally understood 
as are the more common types of budget, such as the corporation or 
national budget.! The use of foreign exchange budgets in various Latin 
American countries during recent years is reviewed by the present study. 
Without expressing any judgment on the desirability of exchange con- 
trols and restrictions, the study attempts merely to explain the role of 
exchange budgets where such restrictions exist. The actual use and 
operation of such budgets in Latin America vary widely, the purpose 
ranging from a simple statistical control to the application of severe 
restrictions. A body of literature on this subject has yet to be developed. 
The objectives of an exchange budget could be more effectively realized 
if the experiences and techniques of various countries were carefully 
analyzed, and the results of the analysis made generally available to 
those responsible for the preparation and implementation of the budget. 
Exchange budgets are prepared in most countries where there is a 
need for controls or restrictions in the foreign exchange market, but also 
in some countries where there is a substantial measure of exchange 
freedom. The present review concentrates particularly on those coun- 
tries where restrictions are so extensive that the role played by the foreign 
exchange budget is of great importance. It does not cover all the situa- 
tions in which exchange budgets are used in Latin America, nor does it 
discuss exhaustively the role of the budget in each particular case. 


Nature of Exchange Budgets 


A foreign exchange budget is, in the first place, an estimate of receipts 
and expenditures of exchange for a future period, usually one year. The 
nature of the exchange budget and the use to which it is put vary from 
country to country, and an individual country may adjust the mechanism 
of the budget to suit its changing needs. This, certainly, has been the 
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experience both in Latin America and in other parts of the world where 
exchange budgets have been employed. 

If an exchange control system is to be operated rationally, its ad- 
ministrators must have some knowledge of expected exchange avail- 
ability and expenditures. This is simply an application of sound business 
practice within the framework of exchange management. When a country 
attempts to gather all or most of its exchange resources into a central 
exchange fund or pool from which payments abroad are to be rationed 
in some way, the exchange budget assumes a high degree of importance, 
the importance varying directly with the intensity of the restrictions 
applied. In Chile and Paraguay, where restrictions on payments abroad 
are relatively strict, the budgets are required to relate payments to 
receipts. In some other countries, however, the exchange budgets serve 
more as statistical guides to exchange and commercial policy, or as bases 
for measuring actual performance, than as instruments for controlling 
or restricting exchange transactions; exchange budgets are used in this 
way, for example, in Nicaragua and Ecuador, where there is a substantial 
degree of exchange freedom. 

While an exchange budget. may be used to estimate all the transactions 
that pass through the central exchange pool, it usually does not take ac- 
count of the country’s entire balance of payments. Even in a highly 
restrictive system, some measure of exchange freedom, or of evasion, 
appears inevitable, particularly in relation to exchange receipts. The 
full surrender of exchange receipts may be waived in respect of exports 
by foreign companies operating under special contracts, or of the opera- 
tions of certain domestic companies engaged in shipping or similar 
international services. Barter operations, and loans or capital move- 
ments in the form of goods, may be conducted completely outside the 
exchange budget. The budget may not include the operations of a par- 
tially free exchange market, or such transactions as small frontier trade 
and parcel post exports and imports. These are only some illustrations of 
elements that may be excluded from the exchange budget but which are 
nevertheless relevant to the balance of payments. 

The use of an exchange budget is prescribed in the basic exchange con- 
trol laws or in other laws of several Latin American countries, including 
Argentina, Bolivia, Brazil, Chile, Paraguay, and Uruguay, where rela- 
tively important exchange restrictions are maintained. In Chile, for 
example, Law No. 8403 (December 29, 1945) placed on the National 
Foreign Trade Council the obligation of distributing exchange in ac- 
cordance with an annual exchange budget; the budget was to include an 
estimate of the exchange resources which the country could dispose of in 
the budget year, and of the distribution of exchange among imports, 
capital service, and other obligations and necessities. The first exchange 
budget issued by Chile was for the year 1947. 
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In Brazil, Law No. 842 (October 14, 1949) and its Regulatory Decree 
No. 27541 (December 12, 1949) referred to the authority of the Minister 
of Finance, in his role as Chairman of the Council of the Superintendency 
of Money and Credit, to indicate to the Export and Import Department 
(CEXIM) and to the Exchange Department, both of the Bank of Brazil, 
the maximum limits for the issuance of import licenses and exchange 
licenses in respect of certain imports to be paid for with hard currencies, 
The determination of the limits was to be based on an exchange budget 
to pe prepared every six months by the Exchange Department. The first 
exchange budget under this provision was prepared in June 1952. 

Certain changes were introduced in the exchange budget process in 
Brazil in 1953 by Law No. 1807 (January 7, 1953) and its Regulatory 
Decree No. 32285 (February 19, 1953). A rule was adopted that the 
ceilings for import licenses were to cover payments in all currencies. 
The CEXIM was obliged to prepare a semiannual estimate of exports, 
which was to be used by the Exchange Department in preparing the 
budget. By Law No. 2145 (December 29, 1953), the Export and Import 
Department was replaced by the Foreign Trade Department (CACEX) 
of the Bank of Brazil. 

The regulations accompanying Paraguay’s basic exchange control 
law (No. 10043 of August 29, 1945) specified that the Manager of the 
Monetary Department of the Bank of Paraguay was to submit to the 
Monetary Board each month estimates for the following three months 
of probable exchange receipts from various sources, and of exchange to 
be earmarked for making :ssential and other authorized payments 
through the official market. In practice, however, Paraguay did not in- 
stitute a foreign exchange budget until April 1951, as part of an ex- 
change reform of March 5, 1951; this budget covered the calendar year 
1951. Subsequently, annual budgets were published as resolutions of 
the Directorate of the Central Bank of Paraguay, in accordance with 
the Central Bank Law (Decree No. 18, March 25, 1952). 

In Argentina, the Central Bank began to utilize an annual exchange 
budget in 1953. This was established in accordance with Chapter VIII 
(Foreign Trade) of the Second Five Year Plan (1953-57) of the Argentine 
Government. An exchange budget was also established in Bolivia, under 
a decree of May 15, 1953. The decree entrusted the Central Bank with 
the preparation of an annual exchange budget to-be submitted for the 
consideration and approval of the Government no later than 
December 10 of each year; it would refer exclusively to the official ex- 
change market. 

Provision was made for a foreign exchange budget in Uruguay by Law 
No. 10,000 (January 10, 1941), which established a commission for 
control of exports and imports, and required the Bank of the Republic 
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to prepare, before December 31 of each year, an estimate both of ex- 
change receipts during the following year and of the distribution of such 
exchange to specified categories of payments. Although exchange esti- 
mates are prepared in Uruguay, the operation of the restrictive system 
is, apparently, not based on a formal exchange budget. 

In several other Latin American countries where restrictions on ex- 
change transactions are few, exchange budget estimates have been 
established formally by exchange or other laws, or sometimes simply by 
administrative process. The foreign exchange budget has been publicly 
announced in only a few countries; these include Chile, Paraguay, and 
Colombia. 


Functions of Exchange Budgets 


A common belief is that, in the operation of a restrictive system, the 
foreign exchange budget is simply a means of controlling or assigning 
priorities in the treatment of imports or other exchange expenditures. 
This is, of course, a basic function of an exchange budget, just as other 
types of budget are intended to control expenditures. However, as the 
experience of several Latin American countries has shown, the exchange 
budget may also be considered an instrument of exchange and foreign 
commercial policy, or of monetary policy, and it may then have a vital 
significance for the functioning of the economy and for progress toward 
the country’s economic goals. The budget may serve as a basis for im- 
plementing desired policies in regard to the country’s exchange reserves, 
which in turn affect the domestic monetary situation. It may, more- 
over, point in advance to the need for external financing. Similarly, the 
budget may have the function of assuring, to the extent possible, the 
repayment of debts abroad. __ 


Channeling of expenditures 


The exchange budget’s elementary function of channeling exchange 
expenditures needs little detailed description. In several Latin American 
countries, the basic or other exchange laws specify priorities for the allo- 
cation of exchange for various classes of payments or imports, or other 
principles to govern exchange policy. Naturally, the prevailing official, 
or governmental, policies must also be considered. The priorities provide 
the general basis for the rationing of exchange in the exchange budget. 
The exchange budgets of several Latin American countries reflect, in 
effect, decisions on the intensity of the restrictions to be maintained 
during the budget period. The estimates of receipts may point to the 
need for action, such as the liberalization or intensification of restrictions 
on payments abroad. 
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More specifically, the exchange budget can help to assure that pro- 
vision is made for supplying the country with at least certain basic es. 
sentials—food, raw materials, fuels, newsprint, or other requirements, 
according to the usual pattern of consumption of such imports. In most 
Latin American restrictive sytems, an attempt is made to allocate suffi- 
cient exchange for cost of living items that need to be imported, with the 
view of overcoming or forestalling scarcities that cause price rises. 

Another important aspect of exchange allocations in Latin American 
exchange budgets is the close attention given to imports of capital equip- 
ment and other materials for development projects; the aim is to foster 
the growth of existing productive activities or of new industries, includ- 
ing export industries that process domestic materials. In addition, the 
allocations usually provide for expenditures necessary to the further 
growth and diversification of the economy, such as those related to trans- 
portation and communications, irrigation, public utilities, and specific 
projects of the government or of official entities. 

The channeling of expenditures through the exchange budget takes 
account of the established policies of the government. For example, 
the formulation of a budget is bound to be influenced by commercial pol- 
icy, including any desire to afford a measure of protection or encourage- 
ment to certain local industries. It is influenced also by the effect of 
existing customs tariff rates, and of expected changes in those rates, on 
import demand. Obviously, all or most of the government’s exchange 
policies must serve as criteria in formulating an exchange budget. 

Where foreign trade is of vital importance, as it is in most Latin 
American countries, the relationship of the exchange budget to monetary 
policy is nearly always very close. The implementation through the 
exchange budget of a policy of accumulating exchange reserves, which 
may create a problem of an overexpanded money supply, may have 
important repercussions that demand consideration within the frame- 
work of domestic monetary policy. On the other hand, the monetary 
authorities themselves may establish a policy of reducing inflationary 
pressure through increased imports; such a policy would be implemented 
through the exchange budget. The preparation of the exchange budget 
may, moreover, indicate the need for modification of monetary, fiscal, 
and other appropriate policies by relevant sectors of the government, 
in order that the planned budget may be realized. For example, if the 
budget contemplates a relaxation of restrictions, such a relaxation may 
be possible only if production for export is encouraged by appropriate 
means, or if credit for some purposes is restricted. 

The monetary effect of the exchange budget requires even more 
careful consideration in a country that has a multiple exchange rate struc- 
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ture. The multiple rates usually involve, in effect, taxes or subsidies for 
certain sectors of the economy. Local currency losses on exchange trans- 
actions as a result of the operation of multiple rates might lead to a 
monetary emission by the central bank. The avoidance of such losses 
and of the inflationary effects that accompany them can be assured by 
studying the value of transactions that are expected to take place at 
each rate, and by making appropriate adjustments where necessary. 
On the other hand, the transactions to be effected at the different effec- 
tive exchange rates can, if desired, be weighted to help assure a contrac- 
tionary monetary effect. This policy has been used by some Latin Ameri- 
can countries for anti-inflationary or deflationary purposes, or as a 
means of raising revenue. 

These comments point to the need for effective collaboration by the 
various Official agencies in the development and application of an ex- 
change budget. It cannot be overemphasized that the exchange budget 
itself is only one tool, among many, for carrying out a government’s 
economic program. It cannot be regarded as a substitute for other 
measures that should be taken by the monetary authorities or by those 
responsible for other sectors of the economy. The most skillfully con- 
structed exchange budget can become meaningless if appropriate policies 
are not followed in the monetary, credit, and fiscal fields. 


Developing exchange reserve policy 


The foreign exchange budget should also help to develop policy on 
exchange reserves; when policies have already been determined, it is 
instrumental in executing them. For example, the initial estimates may 
indicate the need for a certain utilization of reserves. If in practice the 
receipts or expenditures cannot be adjusted to yield a balance, a calcu- 
lated utilization of reserves can be planned in the budget. Moreover, the 
budget can be utilized to plan any necessary readjustment of the com- 
position of the country’s foreign exchange reserves, for example, a 
reduction of excessive balances in certain currencies. 

On the other hand, a country may have longer-run objectives in 
mind in regard to its exchange reserves. It may desire to raise them 
gradually to a more adequate level, say, a level considered as a necessary 
minimum to help the country weather the temporary payments difficul- 
ties that may arise in future years. Some Latin American countries, 
such as Paraguay, have in the past few years been attempting to imple- 


ment this policy through an exchange budget. The exchange budget law 


of Bolivia states that the foreign exchange budget may provide for 
building up the exchange reserves of the Central Bank until they reach 
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a level that will make possible a normal supply of imports. In Colombia 
and Nicaragua, policy has the more ambitious goal of increasing reserves 
sufficiently to make possible removal of all exchange restrictions and 
the establishment of unified exchange rates when conditions permit. 


External financing needs 


When exchange budget estimates forecast a payments deficit, methods 
other than the use of official reserves are, of course, available for coping 
with the deficit. The exchange budget, by anticipating payments diffi- 
culties, may enable the authorities to take certain internal offsetting 
measures in time, or it may show the need for early steps to contract 
foreign loans. At times, some Latin American countries have anticipated 
or met payments problems by giving preference in their licensing policy 
to certain imports entering under long-term credits granted by foreign 
suppliers. More commonly, imports are financed by foreign loans con- 
tracted by the central bank or the government. Thus, the budget can 
indicate the approximate portion of the deficit that is expected to require 
external financing. Alternatively, instead of contracting abroad for a 
specified amount that might prove insufficient, it might be found prac- 
ticable to negotiate a line of credit abroad which might, if necessary, be 
incorporated in the exchange budget. Such lines of credit might be ob- 
tainable from foreign banks, governments, or the International Mon- 
etary Fund. 

The regular use of exchange budgets can assist countries to calculate 
their longer-run ability to absorb and amortize new foreign loans, par- 
ticularly large loans associated with a development program. Ecuador 
and some other Latin American countries have extended their budget 
estimates for periods longer than a year in order to estimate their ca- 
pacity to service foreign loans. The regular use of a foreign exchange 
budget, particularly when restrictions have been found necessary, tends 
to show that the country concerned is attempting to maintain order in 
its external accounts, and may serve as a favorable indicator to prospec- 
tive foreign creditors. 

The Latin American countries that make use of exchange budgets 
are, in general, desirous of obtaining foreign capital in one form or 
another for their development programs. In recent years, most of them 
have taken steps to provide certain exchange control guarantees for such 
capital. Here again the budgets perform a noteworthy function, for they 
serve to clarify for the authorities the exchange cost of servicing such 
capital. It is interesting to note in this connection that several Latin 
American countries have established a top priority for service of the 
public foreign debt. 
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Operation of the restrictive system 


The management of exchange operations in an environment of re- 
strictions constitutes a task that, in the absence of an exchange budget, 
is likely to present serious difficulties. The experience of some Latin 
American countries before they established exchange budgets showed 
that, if exchange and related problems were dealt with merely on an 
ad hoc basis, problems of unexpected payments deficits, commercial 
arrears, administrative malpractices, and even shortages of required 
essential imports were likely to appear. This does not mean that an 
exchange budget is a cure-all for all the problems which may arise in 
operating a restrictive system. The effectiveness of any tool of this 
kind depends upon the persons using it, and on the environment or cir- 
cumstances under which it operates. Nonetheless, the continued and 
growing use of exchange budgets shows that those who are charged with 
the responsibility of exchange management have usually found this 
tool to be of material assistance. 

Some Latin American countries, such as Chile, Paraguay, and Bolivia, 
usually establish norms or standards for the implementation of each 
annual exchange budget. These norms serve, for example, to indicate the 
procedures to be followed in carrying out the budget, or the desirability 
of revising the methods of distributing licenses to individuals and firms. 
The budget control arrangements act as a constant basis of comparison 
between the original budget estimates and the actual exchange situation 
as it develops, thus helping to show when a need for changes in the 
restrictive system may arise. Moreover, formal revisions of the budget 
are usually undertaken in the course of the year, often as a result of the 
recommendations of those who are operating the restrictive system. 


Preparation of Exchange Budgets 


The process of preparation is perhaps the most important step in the 
functioning of a foreign exchange budget. It is at this stage that the 
exchange operations for the forthcoming year are coordinated with all 
the relevant policies. From the institutional standpoint, it is first neces- 
sary to take account of the relevant laws, administrative agencies, and 
procedures. An estimate of exchange receipts then establishes the foun- 
dation on which the budget is built. Finally, the policies to be applied 
are crystallized, and allocations for various types of exchange expenditure 
are developed. 


Institutional aspects 


The pattern of institutions and procedures relating to the preparation 
(as well as the subsequent implementation) of a foreign exchange budget 














296 INTERNATIONAL MONETARY FUND STAFF PAPERS 


varies from country to country. In most Latin American countries that 
use such budgets, the central bank has a predominant role in the prepara- 
tion, probably because the central bank is normally the custodian of the 
central exchange pool or fund. In Chile, however, the National Foreign 
Trade Council (on which the Central Bank is represented) has the 
responsibility for preparation. 

In countries where budgets have a restrictive function, some form of 
approval by a higher governmental authority is usually required. In 
Argentina, the Executive Power is the approving authority. In Paraguay, 
the exchange budget published by the Central Bank must have had the 
prior approval of the National Council of Economic Coordination, of 
which the President of the Republic is chairman. The exchange budget 
of Chile must be approved by a decree of the Minister of Economy, 
which is countersigned by the President of the Republic. The Central 
Bank of Bolivia must submit, through the Ministry of Finance, the 
budget to the Executive Power for approval. In Brazil, the Council of 
the Superintendency of Money and Credit (of which the Minister of 
Finance is chairman) is the approving authority. 

Generally, it is required by law that the exchange budget be prepared 
and submitted for approval about a month before the beginning of the 
period that it covers. The budgets in the countries mentioned above 
cover the calendar year, except that of Brazil, where a semiannual 
budget is in use. In practice, situations have arisen where the exchange 
budget was not, completed until after the budget period had begun: 
these delays have, for the most part, been associated with uncertainties 
in the exchange situation, or perhaps with certain administrative 
developments. 

It has been increasingly understood that the establishment of a realistic 
budget, and one that will serve the economy to the fullest extent, requires 
a broad measure of cooperation between governmental agencies. The 
official agency charged with responsibility for the budget has to receive 
the cooperation of other agencies and officials in a position to contribute 
to the preparation and implementation of the budget. This cooperation 
is necessary, not only for obtaining the basic information needed for 
these purposes, but also for determining the policies to be implemented 
through the budget and for avoiding conflicts between policy objectives. 
The International Monetary Fund missions that advised Bolivia and 
Paraguay on the inauguration of their foreign exchange budgets actively 
recommended such cooperation. The Bolivian exchange control law 
provides that the budget be prepared by the Central Bank with the 
assistance and advice of the Mining Corporation, the Mining Bank, and 
other technical governmental agencies. In Paraguay also, the collabora- 
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tion of interested governmental sectors has been obtained by the Central 
Bank. , 

The process of budget preparation is so important and often so diffi- 
cult that it requires the services of capable and experienced technicians. 
Most Latin American countries have utilized for this purpose the same 
advisers and administrators who are charged with counselling on and 
managing the exchange system, including, of course, the implementation 
of the budget. 


Estimation of exchange receipts 


The exchange budget includes all exchange receipts that are directed 
to the central pool, as contrasted with the total receipts in the balance 
of payments. Usually the exchange control laws specify the exchange 
receipts which must be surrendered to the exchange authorities. In some 
countries that utilize exchange budgets—for example, Brazil and Bolivia 
—transactions passing through the free exchange market for invisibles 
and unregistered capital are not taken into account in the budget. In 
these countries, the partially free market is considered as a “safety valve”’ 
where operations not permitted at or subject to the fixed official rates 
may be equilibrated at a fluctuating exchange rate. Such partially free 
markets have served at times to insulate the official exchange market 
from speculative capital movements and similar exchange developments 
that tend to disrupt official reserves. 

In Chile, Paraguay, and Ecuador, the transactions of the partially free 
markets, which include some trade movements, are included in the 
exchange budget estimates. In Paraguay and Ecuador, the operations 
of the small, private exchange houses in the free markets are not re- 
stricted, but the Central Banks influence the exchange rate through their 
own extensive operations in the free market. Free market estimates are 
included in the exchange budget of Ecuador mainly because of the close 
relationship between the official and the free exchange markets; how- 
ever, no licensing restrictions are applied to any of the transactions in 
the free market. 

The estimates of official market receipts usually take account, first, 
of the record of exchange receipts from the various categories of transac- 
tions in recent years. The record of the preceding two or three years is 
often used, although longer periods are sometimes useful for projecting 
longer-run tendencies. For export estimates, it has been found con- 
venient or advisable to study not only the values of each commodity 
exported, but also the corresponding volumes. This procedure has been 
followed in Chile and Paraguay, and in Colombia for its coffee exports. 
In any event, export estimates must take account of the volume of 
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exportable production and any recent or prospective tendencies in the 
foreign prices of exports. Frequently, in preparing the estimates it is 
useful to obtain the opinion of exporters’ associations and similar groups. 
A technique for checking estimates, which has been tried profitably by 
at least one Latin American country, is to obtain separate estimates from 
different public agencies interested in following the tendencies of some 
or all exports; a comparison of these estimates and the assumptions on 
which they are based helps establish a firmer agreed estimate. 

The estimation of prospective price tendencies for exports often 
presents a difficult problem. This problem is especially acute for raw 
material exports whose international prices are subject at times to sharp 
fluctuations. In recent years, for example, Chile has revised its original 
annual exchange budget estimates several times, as a result of marked 
changes in the international prices for copper. 

The information available on the policies adopted in Latin America 
for estimating export receipts shows that there is a tendency to be con- 
servative. This appears to be the wiser course, particularly since it is 
more practicable to deal with an excess of exchange receipts than to 
cope with an unexpected insufficiency. For the same reason, caution is 
appropriate in estimating foreign loans to be received during the budget 
period. 

Estimates of other nontrade receipts are also made on the basis of 
receipts during previous periods, with consideration given to the tend- 
encies in each particular class of transaction. These receipts tend to vary 
in the same direction as the value of trade transactions. For example, 
an increased flow of trade increases exporters’ and importers’ commis- 
sions and other exchange receipts from services connected with trade. 
Among nontrade receipts, the exchange earnings of the government, 
such as those from consular fees and royalties, are also included; for 
these items, estimates may be requested from the government agencies 
concerned. 

An estimate of receipts classified according to foreign currencies can 
prove useful if non-dollar earnings and payments form a significant 
part of the total. In practice, the arrangements made for this purpose 
vary in accordance with the needs of the exchange system. In Bolivia, 
Colombia, and Ecuador, the exchange budget estimates are expressed 
entirely in U.S. dollars. In Paraguay, the formal budget is calculated 
in US. dollars, but the proportions of incoming exchange that will be 
received in “free” dollars and in other currencies are estimated sepa- 
rately: this is useful in allocating later the country’s limited dollar 
resources for payments requiring dollars. In Brazil, convertible currencies 
(dollars and Swiss francs) and inconvertible currencies are shown sepa- 
rately in the exchange budget. The inconvertible currency section takes 
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into account the country’s commitments under its trade and payments 
agreements, and is further subdivided into two groups: “scarce incon- 
vertible currencies” and “nonscarce inconvertible currencies.” Chile 
has, since at least 1950, also shown dollar and non-dollar currencies 
separately in its exchange budget. 

The arrangements for dealing in the budget calculations with exchange 
transactions under bilateral trade and payments agreements also vary 
from country to country. They are sometimes included in the “non- 
dollar” part of the budget, but bilateral accounts may also be placed 
under the dollar heading, especially when settlements are ordinarily made 
in gold or dollars. 

Finally, there is the problem of estimating exchange receipts according 
to the appropriate exchange rates when the restrictive system includes 
multiple buying rates. The annual budgets of Chile and Paraguay present 
estimates of this kind. Where estimates for the various categories of 
transaction in the free market are included in the exchange budget, 
they are of course separated from the operations that take place at the 
official rates. 


Allocations of expenditures 


Before the estimated receipts can be channeled to the exchange ex- 
penditure allocations in the budget, the policies to be implemented 
during the budget period must be crystallized. This may be a simple 


task if all that is required is to continue existing policies. The process of 
budget preparation, however, also provides an opportunity for re- 
examining any policies that have not yielded satisfactory results, as 
well as for introducing new policies. For example, new priorities for pay- 
ments might be established, or the general order of priorities might use- 
fully be changed. 

It is in preparing the exchange budget allocations for expenditures, 
including payments for imports, that the cooperation of all interested 
agencies is especially important. Under a restrictive exchange system, 
the role of the budget in relation to the strength and progress of the 
economy can be substantial. This emphasizes the need for the agency 
with primary responsibility for budget preparation to receive effective 
cooperation from other agencies that can provide careful estimates of 
import and other needs. 

Among the first allocations to be determined are those of government 
departments and other public or official entities. For this purpose, data 
must be collected on expected payments for official imports, public debt 
service, and diplomatic and other expenses abroad. In some countries, 
these estimates are checked by the Minister of Finance, or by the authori- 
ties supervising the national budget. For example, in Brazil in 1953 the 
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inclusion in the exchange budget of the exchange requirements declared 
by governmental agencies was subjected to the approval of the Council 
of the Superintendency of Money and Credit. Paraguay has established, 
as an adjunct to its annual exchange budget, a “Budget for Basic Im- 
ports of the Government,” prepared by the Ministry of Finance, in 
agreement with the Central Bank; this budget is subject to the approval 
of the Executive Power. 

For nongovernmental payments, allocations of exchange are in ac- 
cordance with established priorities and policies. The techniques followed 
in the actual preparation of these allocations vary from country to 
country. Usually, basic imports and payments for essential services are 
attended to first. If a high order of priority is accorded to the accumula- 
tion of exchange reserves, the amount needed for these payments may be 
segregated before less essential payments are determined. However, 
it is more common to postpone the calculation of reserves until all pay- 
ments estimates have been made; the residual, if any, can then be ad- 
justed to the desired level by appropriate changes in other parts of the 
payments allocations. 

As in estimating exchange receipts, the establishment of allocations 
for the different categories of payment, including those for imports, also 
utilizes past experience as a guide whenever practicable. However, this 
is not a substitute for a realistic review of a country’s actual needs. 
World prices for imports have to be assessed when significant price 
changes are taking place, as, for example, after the outbreak of the 
Korean war, when many countries also found it advisable to ensure 
supplies of scarce or potentially scarce essential items, such as vehicles, 
tires, certain types of machinery, raw materials for local production, and 
spare parts. 

Consumption patterns may also be undergoing modification, and judg- 
ments have to be made of secular or recent trends in the consumption of 
important imports, such as foodstuffs or building materials. An examina- 
tion of rejected license applications during the previous period, or of 
any backlog of applications, may reveal consumer desires that require 
more considered attention. For all these determinations, the assistance 
of government agencies, importers’ and producers’ associations, and 
chambers of commerce, industry, and agriculture may prove to be not 
only helpful but essential. In Chile, for example, importers and pro- 
ducers are requested to provide to the National Foreign Trade Council 
estimates of their import requirements for the coming year, along with 
data on imports during the preceding three years. Some large central 
banks have used the services of commodity specialists who are in 
position to contribute to the judgments on budget allocations for the 
more important imports. 
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When the technicians preparing expenditure allocations find that re- 
strictions have to be intensified, policy decisions on the new limits to be 
imposed must be made. Consideration may then be given to the possi- 
bility of deferring some expenditures until the next budget period or 
until the exchange situation improves. In the past year or two, a few 
Latin American countries have been faced with exchange stringencies 
that required them to establish, at least temporarily, severe restrictions, 
the exchange budget providing for only absolute essentials. 

Arrears have sometimes accumulated in commercial payments, which 
required that in the exchange budgets of the countries concerned alloca- 
tions had to be made for their payment. If arrears are paid by contract- 
ing an Official loan, subsequent exchange budgets must take account of 
the amortization arrangements of the loan, in the same way that other 
foreign loans are serviced through the budget. 

Most Latin American exchange budgets attempt no complete detailed 
classification (e.g., by customs categories) of import allocations. This 
practice is justified, for, if the budget were detailed, even minor changes 
that might subsequently be found necessary might have to be held up 
pending approval by a higher authority outside the exchange system. 
Moreover, the announcement of detailed allocations, especially when 
they are small, may induce importers to seek to monopolize restricted 
import goods. It has usually been found preferable to establish broader 
categories of import commodities, which may be created by grouping a 
number of customs classifications. 

One consideration that arises in estimating import expenditures is the 
value of unutilized and valid import licenses outstanding at the end of 
the year. These licenses represent import payments that will probably 
be made during the coming budget period. If this value at the end of each 
year is approximately the same as the total of pending receipts from 
exports, there is not any problem that requires action in the preparation 
of the budget. If, however, there are significant differences between the 
values of outstanding import licenses and pending receipts, account may 
have to be taken of them in the exchange budget, in order to avoid the 
accumulation of payments obligations. Experience, which has given an 
accurate knowledge of the seasonality of exchange receipts and ex- 
penditures, is the customary guide in determining how such matters 
should be treated in the exchange budget. In any case, the budget is 
supposed to serve as a guide to the licenses to be granted for imports 
during the budget year itself; the actual granting of such licenses de- 
pends on a variety of factors, referred to below, that are associated with 
the execution of the budget. 

A few Latin American countries have found it practical to establish 
some form of contingency reserve, sometimes termed a “suspense ac- 
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count,” in the exchange budget. A moderate amount is thus separated 
from the exchange reserves which it is desired to accumulate, and this 
amount is ordinarily not earmarked for any single purpose. It is available 
rather to help meet unexpected or emergency payment requirements or 
to absorb a shrinkage in estimated receipts. Other and perhaps disruptive 
adjustments in payments may thus be precluded. The availability of 
reserves of this kind for different types of use may have to be circum- 
scribed by regulations promulgated with the budget; at least, some such 
precaution is required if there is any risk that the suspense accounts 
might be used wastefully. 

A budget estimate of payments in the official market on account of 
invisibles would be a formidable task if the official market covered all 
the country’s payments on this account. However, in nearly all of the 
Latin American countries to which reference has been made, only a few 
types of invisibles are eligible for the official market rate, other payments 
for invisibles being permitted through the free market. When payments 
in the official market on account of invisibles are limited to such items 
as registered insurance, students’ payments, travel payments up to 
certain limits, or payments for medical treatment, reasonable estimates 
can be established by projecting past years’ allocations and giving 
weight to any relevant factors that influence these classes of payment. 
Payments through the official market on account of capital are readily 
estimated where the laws or contracts establish registered limits (e.g., 
percentages of registered value) for such transfers. In other cases, ad- 
ministrative discretion is customarily applied in granting licenses for 
such transactions. In a few cases, such as Colombia, budget estimates 
are made of registered foreign capital payments; but in accordance with 
the policy of encouraging capital inflow, no restrictions are applied to 
these payments. 

Ordinarily no allocations have to be made in the exchange budget 
for payments for invisibles and capital through partially free markets, 
inasmuch as such payments are not restricted. However, estimates, 
based on previous periods, of such free market movements are sometimes 
made as an aid to free market intervention policy or for guidance in 
relation to other policy issues. Where trade transactions are permitted 
in a partially free market, the authorities may wish to ensure a reasonable 
balance in the market between exports and imports, perhaps in order to 
reduce the need for their exchange operations there; in these circum- 
stances, some countries have at times attempted to channel more demand 
into the free market, e.g., by extending the list of imports which are not 
permitted at the official rate, or they have made other shifts believed to 
be consistent with over-all exchange rate policy. 

Allocations of exchange for payments under a multiple rate structure 
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raise some special issues to which reference has already been made in 
discussing the estimation of exchange receipts. When there are foreign 
currency compartments in a budget, presumably some attempt is made 
to balance the expenditure allocations in each compartment with the 
estimated receipts, taking account always of desired changes in the 
composition of reserves. It has sometimes been found necessary, in the 
convertible currency compartment, to anticipate the use of hard cur- 
rencies for settling bilateral account deficits. In times of hard currency 
stringency, some Latin American countries employing multicurrency 
budgets have tended to move to the soft currency budget many expendi- 
tures formerly paid with hard currencies. There is, of course, a wide 
variety of budget and exchange control techniques for practicing cur- 
rency discrimination in payments—too wide, indeed, to be analyzed 
within the scope of the present survey. 


Implementation of Exchange Budgets 


The implementation of foreign exchange budgets, or their use through- 
out the budget period, deserves consideration from four points of view— 
budget control, distribution of exchange, revision of the budget, and the 
effects of multiple rate structures. 


Budget control 


Proper control of the exchange budget leads to a more efficient ad- 
ministration of the exchange system. A prime requirement is that the 
information on transactions effected under the budget and on remaining 
balances must be accurate and up to date if it is to be fully useful for 
analysis and for administrative action. The nature of the records to be 
kept for this purpose is related to the structure of the budget and to the 
types of information required by those charged with the responsibility 
of controlling the execution of the budget. 

Many countries have found it necessary to install special equipment, 
such as tabulating cards and machinery, for exchange and budget control 
purposes. Each card constitutes a complete record of a single licensed 
or exchange transaction—name of individual, class of merchandise or 
transaction, currency, amount, date, etc. This equipment makes possible 
the speedy tabulation of information either for the purpose of budget 
implementation or revision or for the process of budget preparation 
itself. A few Latin American countries with small exchange control 
organizations continue to rely on more laborious techniques for re- 
cording and tabulating such information. Regardless of size, however, 
an important element in each organization, for the purpose of implement- 
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ing the budget, is the centralization of the necessary information in a 
single section charged with budget control. 

In a large exchange control organization, it is necessary to ensure that 
copies of forms relating to the various types of exchange transaction 
controlled or executed by different sections or departments, as well as 
by authorized banks and other agencies, are forwarded promptly to the 
budget control section. This permits an early preparation of the corre- 
sponding tabulation cards, thereby facilitating submission of required 
periodic reports immediately after the expiration of the period. 

One of the most important types of record, which can be very useful 
in the process of exchange distribution, is that of exchange availabilities, 
commonly kept according to currencies. Some Latin American countries 
include in such computations not only present exchange holdings but also 
expected exchange receipts, e.g., exchange receipts expected to be sur- 
rendered from exports that have been licensed. 

Other uses of the records and of the periodic reports for the implemen- 
tation of the budget, or for the operation of the exchange system, depend, 
of course, on the nature of the exchange and trade control administration 
and of the techniques applied to exchange distribution. In any event, 
the responsibility for the implementation of the budget usually rests 
with one agency or perhaps one individual. Needless to say, even with 
an efficient exchange budget the distribution of exchange that is under 
severe restrictions is a major responsibility. 


Distribution of exchange 


The process of distributing exchange under an exchange budget takes 
account of exchange availabilities and of the country’s seasonal patterns 
of receipts and expenditures. The nature of the exports, often agricul- 
tural, of most Latin American countries leads to an irregular flow of 
exchange receipts during the budget year. There are also seasonal fluctua- 
tions in imports and payments, depending on a variety of factors. The 
problem is complicated by the fact that the seasonal movement of exports 
is normally not the same as that of imports. The time lag between the 
granting of licenses under the budget and the eventual corresponding 
payments (e.g., if on a collection or term credit basis) is another factor 
that has to be taken into account. This assumes increased importance, 
for example, when foreign suppliers lengthen their credit terms. Foreign 
banks also may extend short-term lines of credit to local banks for financ- 
ing part of the country’s imports. 

Some Latin American countries specify in the regulations accom- 
panying the exchange budget the standards or norms for the distribution 
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of exchange. Frequently the exchange authorities themselves are the 
ones that issue licenses. The distribution of exchange to the government 
for its requirements, in accordance with the exchange budget, is often 
an automatic process, handled through a simple registration procedure, 
but in some countries official imports are carefully scrutinized. Where 
there is a separate import licensing authority, the central bank may 
certify from time to time blocks of available exchange against which 
import licenses may be issued. In the absence of close coordination be- 
tween import and exchange licenses, the problem of commercial arrears 
is likely to arise. On the other hand, some countries in the past have 
tolerated commercial arrears as a means of financing the exchange 
budget, particularly when payments difficulties were present; this is 
often a costly procedure, which might in time prove harmful to the 
country’s interests. 

Another important element is the attrition of licenses issued, i.e., the 
situation presented when licenses which have been granted are for one 
reason or another not used during their validity period. When licenses 
are issued very restrictedly, the attrition may be small; however, in 
some Latin American countries, it has been between 10 and 25 per cent 
of licenses issued. This means that, provided the exchange situation 
develops as was expected, the control authorities can and do issue licenses 
beyond the corresponding budget limits, to the extent of the anticipated 
attrition. 

The distribution of exchange to individuals and firms is a delicate task 
in every exchange system that is very restrictive, except in respect of 
those essential goods or payments for which liberal treatment has been 
accorded in the exchange budget. The techniques used vary from country 
to country, and during the postwar period the Latin American countries 
have been continually adapting them to changing circumstances and 
institutions. The norms, if any, accompanying the annual budget have 
at times been a convenient means of establishing up-to-date prerequisites 
for registration of importers; this registration is normally required before 
the importers’ applications will be processed. 

This study does not attempt to survey the many exchange control 
techniques for issuing licenses under the exchange budget to importers 
and others. It is sufficient to mention that there is a wide variety of 
practices, including importers’ quotas, the first-come first-served method, 
exchange “calls,’”’ ad hoc licensing, and some open general licenses. It 
is also interesting to note that some Latin American countries with 
restrictive systems, including Argentina and Paraguay, have published 
or announced to the public details of the granting of import licenses to 
individuals and firms. 
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Budget revisions 


While an exchange budget should help ensure the efficient management 
of the exchange system, there should also be a certain flexibility in its 
operation to avoid rigidities that might otherwise be embarrassing. 
Proper budget control and prompt reporting of exchange operations 
should make possible effective responses to changing circumstances. 

In the course of each year, the exchange budget is revised in nearly 
every Latin American country where there is a budget. The revision 
may be periodic (e.g., monthly, quarterly, or semiannually) or when 
circumstances dictate. In either case, the estimates of exchange receipts 
are reviewed in the light of results to date and of current prospects for 
the remainder of the budget period. If the revised estimates yield an 
amount less than the original total, the difference may first be adjusted 
by using the “suspense account,” if there is one; otherwise, the budgeted 
exchange expenditures (or estimates of reserves) have to be modified or 
tailored to meet the new exchange prospects, or new foreign financing 
may have to be undertaken. 

The periodic review of the budget provides an opportunity to make 
necessary ailjustments in licensing or expenditures before it is too late. 
Such a review also offers an opportunity for adjusting budget expendi- 
tures, where necessary and practicable, to changing commercial require- 
ments, and thereby helps to maintain a useful flexibility in exchange 
budget operations. The dangers of unrealistic rigidity in budget planning 
have already been emphasized. 

Frequent reports on the status of exchange and licensing operations 
under the budget assist the responsible policy officials in the implementa- 
tion of the budget. In most Latin American exchange organizations, 
daily or weekly reports are required on such points as the exchange posi- 
tion, the movement of foreign exchange receipts and expenditures, and 
export and import licenses issued. Through these reports the policy 
officers can quickly appraise actual developments and be in a better 
position to make their decisions. The action that may have to be taken 
in response to a changing situation is not necessarily a change in the 
exchange budget or in restrictions. Since the role of monetary and credit 
policy in facilitating adjustments in the exchange situation has by now 
become well recognized in most Latin American countries, the necessary 
action often includes such forms of credit restriction as the use of advance 
deposit requirements for imports. At times, when heavy pressures are 
exerted on the exchange rates as a result of payments difficulties, more 
fundamental adjustments, such as attacking the sources of inflation or 
exchange rate changes, are needed. Of course, any change in exchange 
rates during the budget period generally requires a reorientation of the 
budget to the new situation. 
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Multiple rate considerations 


In the process of budget implementation in a country that has a 
multiple exchange rate system, exchange developments may point to a 
need for changes in the multiple exchange rate structure. However, 
regardless of whether the multiple rate modifications (e.g., changes in 
particular rates or shifts of commodities or classes of transactions be- 
tween rates) are for balance of payments or for other reasons, it is con- 
sidered advisable to appraise the importance of the changes for the 
exchange budget itself. It has usually been found that any significant 
multiple rate change necessitates a revision of the exchange budget. 
In the process of revision, it is customary to re-estimate the monetary 
effect of the operation of multiple rates on the exchange budget, i.e., 
the local currency profits or losses expected as a result of the weighting 
of transactions at different buying and selling rates. 

Changes in multiple exchange rates or in multiple currency practices 
may have considerable importance for the economy as a whole or for 


he sectors thereof, and usually receive careful consideration before they 
te are effected. In many Latin American countries that attempt to control 
ii. the operation of the restrictive system through an exchange budget, the 
~~ relation of multiple rate changes to over-all exchange and other related 
ge policies is well understood. While some multiple import rates have con- 
ing tributed to reducing the problem of restrictions in exchange budgets, 
the existence of very complex multiple rate structures may also make the 
ons application of exchange budgets difficult. Some countries have found it 
tap advantageous to effect changes in their multiple rates as part of a pro- 
on gram that tends to provide an increasing measure of exchange rate 
ot stability, if not a program leading to the simplification and unification 
and of the exchange rate structure. 
lic ‘ 
med Some Problems Associated with Exchange Budgets 
ken Some of the problems associated with exchange budgets in Latin 
the America are of a purely technical nature, e.g., the preparation of esti- 
edit mates, gearing the structure of the budget to the nature of exchange 
noW F operations, and taking account of the seasonal movements of trade. In 
Bary the implementation of the budget, other technical problems also arise 
ance in the distribution of exchange, including allowance for attrition of 
down licenses and the treatment of licensed operations that overlap budget 
nore fF) periods. Experience, and sometimes technical assistance, are influential 
nm OF § factors in resolving such technical problems. 
a Somewhat more difficult problems may arise on the institutional side. 


Exchange control laws may be out of date, or there may be a dispersion 
or overlapping of authority and of responsibility for the budget opera- 
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tions, lack of coordination among responsible agencies, and delays in 
submission of required forms or reports. Institutional reforms and 
changes in laws and regulations have helped to solve some of these 
problems, although at times they have also tended to aggravate them, 
Cooperation among the various agencies dealing with the exchange 
budget and the restrictive system could quickly remove many of these 
problems. 

The most difficult problems associated with exchange budgets arise, 
however, in connection with the determination of policies. The applica- 
tion and execution of appropriate policies in the exchange and related 
fields constitute the principal means whereby the authorities can cope 
with problems that are substantially outside their control—namely, 
world trade and exchange movements that have adverse effects on their 
own country. Proper policies are often easily discernible, though they 
may prove difficult to apply, for political and other reasons. The deter- 
mination of proper policy is often difficult because none of the 
alternatives which are practical seems to harmonize with the wider 
policy objectives that have been accepted. Examples of this are to be 
found in situations where it is an accepted objective of over-all policy 
to restrict imports of nonessential goods of high cost and poor quality, 
in order to avoid disturbing internal effects, and to conserve exchange 
for more important requirements, but where imports of these goods are 
permitted freely under a bilateral clearing account because a swing credit 
is available. Similarly, there have been situations where a partially free 
exchange market is established to act as a “safety valve,” but the rate 
in the free market is later pegged by the authorities to assure a certain 
level of remuneration to some export proceeds eligible for that market. 

Perhaps the most common of the policy problems that arise are those 
involving the relation of the foreign exchange budget and exchange 
system to the internal economy. The exchange budget in a restrictive 
system is a powerful tool at the disposal of the authorities and of the 
government, but it is not in itself a panacea for the exchange and other 
ills of the economy. There have been some misuses of exchange budgets, 
just as excessive reliance has often been placed on the exchange system 
to solve a country’s economic and financial problems. 

The operation of an exchange budget in an environment of inflation 
has frequently meant that budget revisions were designed principally to 
intensify restrictions, in view of rising import demand or of the difficulty 
of marketing certain exports. Budget revisions have also been associated 
with modifications in multiple exchange rate structures that were neces- 
sitated by domestic inflation. Sometimes, however, the deterioration of 
a country’s external position reaches a point where even stronger 
remedies must be applied to redress the exchange situation and thereby 
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make the exchange budget viable. To adjust national to international 
prices, more fundamental measures may be necessary, such as exchange 
devaluation, simplification or unification of multiple exchange rates, 
or, when appropriate (e.g., where there is an antiquated tariff structure), 
an overhaul of the customs tariff. But again, these fundamental adjust- 
ments in the external sector must usually be complemented by domestic 
anti-inflationary policies. 

The use of monetary policy has recently been revived in several of the 
countries that have been mentioned, and this has helped to solve the 
problem of inflationary pressures without requiring excessive use of the 
exchange system. Some of the exchange budgets instituted in recent 
years in Latin America formed, in fact, part of a general effort by the 
respective governments to restore order and stability in their economic 
systems. When the use of the foreign exchange budget is coupled with a 
comprehensive stabilization program, there is greater assurance that the 
problems which both are attempting to meet may be overcome. 


































India’s Postwar Demand for Imports 


S. Kumarasundram* 


N EXAMINING, with the help of such statistical material as is 
available, the behavior of imports into India during the five post- 
partition years 1948-49 to 1952-53, it is possible to trace the relation- 
ship of imports to developments in the rest of the economy and, in 
particular, to national income movements. The ratio of import prices to 
the domestic cost of living is also commonly regarded as an important 
factor in determining the level of imports. 

On the whole, the income-import relationship in India in the postwar 
years shows no clear pattern of the usual type. This is to be attributed in 
part to import controls. Moreover, the reaction in India to increases that 
raise incomes above the current low level is rather to expand consump- 
tion of types of goods produced domestically than to increase consump- 
tion of quality goods which would be imported. In fact, as domestic 
production has increased along certain lines, imports of similar goods 
have tended to decline. For example, there is an inverse relationship 
between agricultural production and agricultural imports. Imports of 
consumer goods have also tended to vary inversely with industrial pro- 
duction. On the other hand, imports of goods required for development 
have tended to vary directly with domestic investment. 

Owing to many erratic factors, there is no clear evidence of the usual 
positive relationship between industrial production and imports of raw 
materials and intermediate goods on the one hand, or of the inverse 
relationship between imports and the ratio of import to domestic prices 
on the other. 

An analysis of the composition of India’s imports in the five postwar 
years shows that foodgrains and basic consumption goods accounted for 
about 35 per cent of the total, while raw materials and intermediate 
products, chiefly raw cotton, raw jute, mineral oils, and artificial silk 
yarn, amounted to another 35 per cent. The remainder consisted mostly 
of development items, such as machinery and equipment. Items that 
may be termed luxuries accounted for no more than 5 per cent of the 
total. With the exception of raw jute and mineral oils (excluding kero- 

* Mr. Kumarasundram, a graduate of Madras University, participated in the 
Fund’s Training Program in 1953-54. He is a member of the staff of the Department 
of Research and Statistics in the Reserve Bank of India. 

1 The Indian fiscal year begins on April 1. Fiscal years have been used in this 
study mainly for statistical convenience. Although foreign trade figures could be 


easily obtained on a calendar year basis, most of the other statistical material 
required to study the import demand is available only on a fiscal year basis. 
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sene),? consumer goods and other goods eventually to be used in the 
production of consumer goods amouated to slightly under 60 per cent 
of total imports. Most of these imports, together with raw jute, supple- 
ment domestic production of the same commodities. Frequently, changes 
in these imports are inversely related to the domestic production of the 
items concerned. This is especially likely for such agricultural imports as 
§ food, raw cotton, and raw jute, which together accounted for 40 per cent 
- of imports. This distribution of imports is partly the result of the oper- 
\- ation of import controls in the postwar period. But it is also in part 


n determined by the character of the Indian economy and its consumption 
0 standards. 
at In an underdeveloped country like India, where goods are to a con- 


siderable extent produced for direct consumption by their producers 
and the economic activities of the community are confined largely to the 


in — satisfaction of minimum wants, the conventional approach to imports 
at asa function of income can be accepted only with reservations. Under 
pP- — certain conditions, the imports of an underdeveloped economy, far from 
p- [— rising with an increase in national income, may actually show a decline. 


In contrast to the situation in a developed economy, where increased 
| production brings with it a more or less proportionate increase in pay- 
up — ments in money terms, a large part of any increase in farm production 

in India, where agricultural production takes place on millions of small 


TO- farms, is absorbed by the farmers to improve their own low consumption 
ent — standards, and only part of their increased product is exchanged for 

' money. To the extent that the surplus is marketed, the rest of the do- 
ual — mestic community might reduce its demand for imports. Furthermore, 
raw — the money incomes that the agriculturists obtain from the rest of the 
erse # community are likely to give rise to additional demands for basic non- 


ices farm consumption goods, which will be met mainly by increased pro- 
| duction of domestic industries and to a much lesser extent by imports. 


war It is thus possible for the increase in imports resulting from higher 
’ for agricultural production exchanged for money to be actually less than the 
— decrease in agricultural imports for the nonfarm community. This would 


be all the more likely if the domestic nonfarm production of consumption 
ostly goods tended to increase almost as fast as the demand from the agri- 


that cultural community for such goods expanded. In India, nonfarm pro- 
f the duction is mostly concerned with consumer goods, such as textiles. The 
<ero- conditions of the economy of India, where the problem of poverty is 
n the extremely acute, make possible substantial simultaneous increases in 
;ment industrial and agricultural production, producers in either sector using 
vos ? Raw jute is imported mainly for export production. Mineral oils are used 
cont - ot agg consumer production and partly in connection with investment pro- 
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part of their increased income to purchase more from the other, without 
any marked increase in demand for imports. 

In addition to these general characteristics of India’s demand for 
imports, there have been some influences affecting the import function 
which have been peculiar to the postwar period. The partition between 
India and Pakistan in 1947 called for painful adjustments in the economy. 
During 1948-49, the first year after partition, imports of raw jute and 
cotton from Pakistan had to be maintained at a high level, owing to 
temporary difficulties in expanding domestic production. Also, during 
most of the period under consideration in this study, India’s import de- 
mand was dominated by shortages at home and abroad. At the end of 
the war, there was a large pent-up demand for consumption and in- 
vestment goods. Restrictions on consumption and on imports, which were 
continued even after the war, created pressures on the economy. The 
difficulties were aggravated by internal production failures. Agricultural 
output was below normal in three of the five years being studied. In 
two successive years (1950-51 and 1951-52), food production was 
affected adversely by failure of the monsoon and other natural calamities. 
There was also a check to expansion of industrial production, and in 
1948-49 and 1950-51 output fell below wartime levels. Since the pressures 
of latent inflation inherited from the war and the inadequacy of pro- 
duction were causing an excess of demand over supply generally through- 
out the world, it was not easy to obtain foreign supplies. In the early 
postwar years, and until after 1948, the availability of supplies rather 
than their prices was the main consideration for importers. The influence 
of prices on imports was thus to a large extent inoperative. The post- 
war import controls and state trading in items such as food were also a 
major factor influencing imports. By the end of the war India had ac- 
cumulated large amounts of sterling, but these sterling assets were not 
freely available. A large part of them was blocked, and withdrawals from 
the accumulated balances were limited by agreements. Also, as a member 
of the sterling area, India had to observe great restraint in making de- 
mands on the area’s hard currency holdings. Under these circumstances, 
India had to control both over-all and hard currency imports. Import 
controls were frequently adjusted, particularly in the early postwar 
years, and policy alternated between liberalization and intensification 
of restrictions, depending on the availability of sterling for current use 
and the general sterling area policy in regard to hard currency imports. 
Restrictions controlled the behavior of imports in three ways. The over- 
all demand for imports, particularly of consumer goods, was restricted, 
and their flow varied with the current intensity of import controls. 
Secondly, the discriminatory application of import controls and the 
official preference for soft currency imports introduced considerations 
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other than price into the importer’s choice of purchases abroad. Thirdly, 
frequent changes in import policy created uncertainty in regard to 
supplies of imported goods and, under conditions of excess liquidity in 
the economy, brought forth speculative anticipations on the part of 
importers. Wherever temporary liberalization of imports permitted, 
overimportation of certain items was not uncommon. 


National Income and Imports 


In an open economy, national income and imports tend to move in 
the same direction. An increase in the national expenditure on consump- 
tion and investment goods will raise the demand for imports to some 
extent. The amount of extra income spent abroad will vary, depending 
on the degree of self-sufficiency in the economy and average real income. 
The Indian economy is largely self-sufficient. The average propensity to 
import (i.e., imports expressed as a percentage of national income) in 
India is only about 9 per cent. The continental size of the country, its 
varied agriculture, and its fairly high level of industrial production in 
comparison with that of other underdeveloped countries, together with 
its low income levels, have all operated to keep down the average propen- 
sity to import. It has not been possible to estimate the marginal propen- 
sity to import. The reservations that should be borne in mind in applying 
the usual concepts of income-import relationships to India have been 
mentioned earlier. Until the problem of Indian poverty is solved, in- 
creases in consumption needs are likely to follow increases in income, 
but this increased demand is likely to be mostly for basic consumption 
items produced at home. Only when income standards reach a suffi- 
ciently high level will the community begin to change its consumption 
requirements qualitatively and thus demand more imported consump- 
tion goods. 

The estimates of national income at constant prices used in Table 1 for 


TABLE 1. INpIcES or NATIONAL INCOME AND THE VOLUME OF ImPpoRTS IN INDIA 
(1948-49 = 100) 





Volume of Imports 





Raw materials 
Year Consumption and inter- 
(April-March) In g mediate goods! 


1949-50 
1950-51 
1951-52 
1952-53 








1 Excluding raw jute. 
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comparison with the physical volume of imports are very crude, being 


based on movements in the production of 17 major agricultural com- 
modities and in industrial production, weighted with reference to their 
contributions to national income during 1948-49.* Imports have been 
subdivided with a view to observing whether national income has had 
any perceptible influence on the component groups separately, even if no 
relationship between national income and total imports can be discerned. 
The behavior of imports in relation to income has been erratic. All food 
imports into India are on government account. Consumption of food- 
grains has been controlled to a considerable extent by procurement levies 
on agriculturists and by urban rationing. Under these circumstances, no 
sensitive relationship between food imports and national income is to be 
expected. In fact, there should be a good inverse relationship between 
domestic food production and food imports (adjusted for movements in 
stocks). Statistical difficulties limit any examination of the relationship 
between production and imports of food. Food production figures are 
collected for July-June years, while the only set of import figures which 
can be corrected for stock movements refers to calendar years. However. 
an approximate relationship between the two series is indicated by the 
data on Chart 1, Section A. 

A similar inverse relationship between production and imports is ob- 
tained by comparing agricultural imports as a group with agricultural 
production (Chart 1, Section B). Domestic production of nonfood agri- 
cultural items (mainly cotton and jute) is to a large extent substitutable 
for imports, and government import policy takes into account changes 
in the domestic availability of imported goods. 






Total Imports as a Dependent Variable of Relative Prices 


Under normal conditions, when importers have a free choice in 
purchasing supplies from abroad, movements in import quantities tend 
to show an inverse relationship to the prices of imports. An excessive rise 
in import prices relative to domestic prices and the cost of living should 
discourage imports, and the opposite would be true when import prices 
become relatively lower. The relationship between relative import prices 
and quantities in India is shown in Table 2. Two indices of relative prices 
have been computed: one has been based on the ratio of import prices, 
adjusted for duty collections, to the domestic cost of living; the other has 
been based on the ratio of adjusted import prices to wholesale prices. 

It is not surprising that no constantly meaningful relationships can be 


3 The only set of national income figures published in India is based on indus- 
trial origin of income for the three years 1948-49 to 1950-51. 
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TABLE 2. RELATIONSHIP BETWEEN PRICES AND THE VOLUME OF IMPORTS IN INDIA! 
(Index numbers; 1948-49 = 100) 





. Import Prices Import Prices 

Import Prices Relative to Relative to 
Year usted Cost of 
— for ‘- Living 
(2 


Living? 


i iv 
(3) (5 (6) 





1949-50 
1950-51 
1951-52 
1952-53 





1 The calculations are approximate. The import prices and quantities shown in 
the table include corrections for unrecorded transactions of the published figures 
of the Reserve Bank of India. Domestic cost of living data for the first two years 
are available only on a calendar year basis, and are therefore somewhat out of 
line with the rest of the data, which are on an April—March basis. 

2 Column 2 divided by column 3. 

3 Column 2 divided by column 4. 


observed in Table 2.4 Any effects of changes in relative prices on the 
volume of imports during the early postwar years were obscured by the 
influence of world shortages of internationally traded commodities, the 
fact that imports were governed largely by the timing of the relaxation or 
intensification of controls, and the prevalence of state trading in respect 
of items like food imports. 


Industrial Production and Imports 


Increases in industrial production may react on imports in three ways. 
In the first place, the associated increase in incomes may create demand 
for additional imports. As already explained, it has not been possible to 
obtain statistical verification of this for postwar India. 

Secondly, insofar as industry draws part of its raw materials and sup- 
plies of intermediate goods from abroad, an increase in industrial pro- 
duction should directly cause an increase in the import demand for these 
items. As shown in Chart 1, Section C, imports of raw materials and 
intermediate goods in India tended, on the whole, to increase with 
industrial production. However, this trend was abruptly reversed in 
1952-53. This was the effect partly of the substitution of domestically 
produced raw materials and intermediate goods for imports, a process 
which has been continuously in operation but was strongly in evidence 
in 1952-53. During that year, an improvement in the raw jute supply 
position permitted a substantial reduction in imports; in addition, in- 
ventory movements appear to have exercised an important influence 

on imports of raw materials and intermediate goods. Imports of these 

‘ Because of the absence of any clear relationship between imports and income, 


and of the small number of observations available, it was not thought worth while 
to compare relative prices with volume of imports corrected for income effects. 
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items in the previous year were somewhat heavy, probably exceeding 
normal annual requirements. Apart from this, the easing of inflationary 
pressures and the general improvement in the world supply situation 
may have reduced overtrading and overaccumulation of stocks. Changed 
ideas in regard to the safe level of stocks may have permitted a running 
down of inventories and, temporarily, a fall in imports of raw materials. 

Finally, an expansion of domestic industrial production may help to 
substitute for imports of consumption and investment goods. Industrial 
production in India caters mainly to consumer needs. Except for the iron 
and steel and the cement industries, industries producing investment 
goods are still in an early stage of development. The fact that, on the 
whole, imports of consumer goods appear to have declined with increases 
in industrial production is shown in Chart 1, Section D. The relation- 
ships were accentuated, however, by import controls, which are them- 


selves adjusted periodically to take into account domestic production 
developments. 


Domestic Investment Activity and Imports 


It is generally believed that development items, being directly associ- 
ated with a dynamic element in the economy, are the most sensitive 
group of imports. There are, however, exceptions to this rule. Variations 
in the demand for development imports will depend not only on the size 
of domestic investment but also on its composition. The calls on local 
resources made by building and agricultural development are greater 
than those made by industrial and transport development. Labor and 
construction materials, which necessarily have to be drawn largely from 
within the country, play a major part in building and agricultural in- 
vestment. The very scanty information available on investment in India 
suggests that postwar investment activity has had two phases. The first, 
which may be said to have lasted until 1949-50, was characterized by 
relatively low government investment and by large private investments 
in industrial rehabilitation and expansion. The second phase may, for 
convenience, be regarded as having commenced in 1950-51. During this 
second phase, private investments appear to have declined somewhat, 
while government outlay on investment increased markedly. At the same 

5 The only consistent detailed information on private and government invest- 
ment is provided in the Central Government capital budget and in private capital 
issues approved by the Government. The record of private capital issues approved 
by the + et is available only on a calendar ge basis and is subject to two 
limitations: there may be a lag between approvals and actual investment, and 
some of the approvals may not materialize in investment. For this study, a time 
lag of three months has been assumed, and the figures for 1948-49 and 1949-50 

ve been arbitrarily raised by Rs 0.2 billion for investments approved prior to 
1948, which were likely to have been carried over because of early postwar short- 


ages. It has also been assumed that unutilized approvals did not affect import- 
investment relationships significantly. 
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TABLE 3. INDICES OF THE VOLUME OF IMPORTS FOR DEVELOPMENT PURPOSES 
AND OF ToTaL INVESTMENT IN INDIA 


(1948-49 = 100) 





Government and Private Investment! 





Volume of 
Year Imports for Private capital 
(April-March) Development Total Government issues 





1949-50 150 
1950-51 180 
1951-52 155 
1952-53 122 





1 The index numbers are stated in real terms. Money investment has been de- 
flated by an average of the cost of living indices and the indices of prices of imports 
for development purposes. 


time that the composition of investment changed in this way, total in- 
vestment activity appears to have diminished. Building activity and self- 
financed industrial investments are believed to have involved sizable 
development expenditure, but no information could be obtained on the 
exact magnitudes involved. 

The relationship between development imports, during the five years 
covered by this study, and domestic investment, as indicated by Central 
Budgets and capital issues on private account, is shown in Table 3 and 


Cuart 2. Domestic INVESTMENT AND DEVELOPMENT IMPORTS IN INDIA 
(1948-49 = 100) 
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Chart 2. Imports and investments tended to move together rather 
closely. Increases in investments led to proportionally larger increases 
in imports. On the downward phase, imports showed a somewhat smaller 
decrease than investment. These results have to be interpreted with 
caution, in view of the incomplete coverage of the investment data. 
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Financial Accounts in a System of 
Economic Accounts 


Graeme S. Dorrance* 


CONOMIC accounts, like company accounts, may be of three 
types: (1) flow accounts, represented by national income state- 
ments, (2) asset-liability accounts, which are best represented at present 
by monetary statistics, and (3) a combination of the two that are 
probably best referred to as source-and-use-of-funds statements.’ 
Study of these three types may contribute to an understanding of 
economic activities. The purpose of this paper is to explore some of the 
relationships between the first two types, with a view to examining some 
of the basic problems to be considered in the construction of the third 
type. In particular, a draft of a possible source-and-use-of-funds state- 
ment drawn from the national income and financial accounts of an 
economy is presented, and some of its uses are indicated. 

In the draft statement, it is suggested that the national income 
accounts, the balance of payments statement, the government finance 
records, the monetary statistics, and other financial accounts for a 
country be consolidated in a final summary form. The term “national 
income statement” as used here includes the traditional national income, 
expenditure, and appropriation accounts that are presently constructed 
in a large number of countries. The term “financial account” includes 
those accounts that describe the asset-liability positions of certain 
sectors of the economy and therefore the sources and uses of funds arising 
not from the purchase and sale of goods, services, or real estate, but from 
borrowing and lending, and the purchase and sale of financial obligations, 
including money and quasi-money.? It is not suggested that this draft is 
necessarily the one that will prove most useful for economic analysis; 
rather, the draft is intended to provide an example of the form that such 

* Mr. Dorrance, of the Statistics Division, has been a lecturer at the London 
School of Economics, and a member of the staff of the Bank of Canada. 

1This paper is a revision of a paper prepared for discussion by the Third 
Regional Conference of Statisticians of ECAFE Countries, New Delhi, March 
1954, and the Fourth Meeting of Technicians of Central Banks of the American 
Continent, Washington, May 1954. The author is indebted to Professor R. S. 
Sayers for several comments that have been incorporated in this paper. 

The term ‘economic accounts”’ is used in this paper to describe the accounts 
frequently referred to as ‘‘social accounts.’’ This change in terminology was sug- 
ested by Richard a at the National Bureau of Economic Research, 1954 


onference on Research in Income and Wealth. 
* Time and savings deposits and similar obligations. 
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a statement might take. Although other formulations will probably prove 
more useful, this draft suggests the manner in which various statements 
might be drawn together to provide one set of accounts indicating the 
magnitude of certain problems facing the authorities in individual 
countries. 


Basic Structure of Financial Source-and- 
Use-of-Funds Statement 


In the construction of this draft, it is proposed that an economy be 
divided into the following seven sectors and that economic accounts 
should summarize the transactions between and within those sectors: 
Sector 1, Household; Sector 2, Enterprises; Sector 3, Public Corpora- 
tions; Sector 4, Local Governments; Sector 5, Central Government; 
Sector 6, Foreigners; Sector 7, The Monetary System. 

While these sectors are similar to those recommended in the report 
submitted to the United Nations by a group of national income experts! 
two variations are suggested here: (1) that a separate sector be estab- 
lished for the Monetary System,‘ and (2) that government enterprises 
as defined by the U.N. experts® plus the government sector be divided 
into two sectors, Central Government and Local Governments. If only 
national income accounts are considered, the monetary system is not 
especially important. If, however, the development of additional forms 
of social accounting are considered, the monetary system immediately 
assumes enormous importance because of the relative size of its ac- 
tivities in asset transfers and because the purposes for which the mone- | 
tary system holds assets are so different from those of any other sector.’ [ 
The U.N. experts proposed that local governments be combined with | 
the central government, and that government agencies be combined with | 
business. It is proposed here that the division of accounts into sectors [ 
be based on the different motivations influencing the activities of the 
members of each sector. If this is accepted as the proper basis for deter- 
mining the composition of appropriate economic sectors, statistics should 
measure separately the accounts of each group that is uniquely moti- [ 
vated. It is clear that the central government is motivated differently | 
from other parts of the economy. The central government is that part [ 

3 Statistical Office of the United Nations, A System of National Income Accounts 
and Supporting Tables: <b prepared by a group of national income experts 
appointed by the tag eneral (Studies in Methods, No. 2, New York, 1953). § 

4 Those institutions that perform the banking functions of creating deposit 
money and issuing currency, including those institutions that are engaged pri- | 
marily in the control of money-creating institutions (e.g., central banks). : 

5 All public enterprises that are financially integrated with general govern- | 
ment and do not keep their own reserves apart from working balances. i 


6 This view is shared by the U.N. experts (Statistical Office of the United . 
Nations, op. cit., p. 39). 
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of the economy that is able to assume responsibility for the maintenance 
of a satisfactory level of economic activity. Therefore it can, for ex- 
ample, be expected to increase its expenditures at a time when those 
parts which are motivated by considerations of profit or loss reduce 
their expenditures. This consideration either does not apply or applies to 
only a limited degree to the decisions of local governments. The con- 
solidation of central and local government financial accounts would 
combine those data that economic accounts should separate. Similarly, 
government enterprises as defined by the U.N. experts form a group 
whose motivation is subject to decision by the government, and the con- 
solidation of their accounts with those of private enterprises also would 
combine those data which the economic accounts should separate.’ 

It is proposed that, for each sector of the economy, all monetary 
transactions be analyzed in the form outlined in Statement A, The Basic 
Structure of the Financial Source-and-Use-of-Funds Statement for a 
Sector. This statement opens with some of the entries for each sector 
from the usual national income and expenditure statement, and con- 
cludes with the savings and the direct investment by each sector. Direct 
investment is here defined as the purchase of real assets. The difference 
between the savings and investment of a sector measures the financing 
that it provides for other sectors, or the financing that it must draw from 
other sectors. This financing is analyzed in terms of borrowing and the 
acquisition of claims, including direct lending by sectors, to provide a 
statement of the financial transactions between and within sectors that 
lead to changes in the net asset position of each sector. Either the bor- 
rowings of each sector or the lending of each sector may be analyzed to 
show changes in the inter-sector relations within an economy. Since the 
borrowing by (or transfer of financial obligations from) one sector from 
each other sector is equal to the lending (or the acquisition of claims) by 
each of these other sectors to the borrowing sector, it is obvious that for 
every inter-sector sale of claims entry (including direct borrowing) there 
will be a corresponding inter-sector acquisition of claims entry. Conse- 
quently, only the transfer or the acquisition entries need be analyzed in 
detail. In this formulation, the acquisition of assets has been analyzed 
in the belief that changes in asset holdings are likely to be more signifi- 
cant than changes in debt positions. 

The statement of the basic structure for the accounts of a sector 
identifies the symbols used to describe the transactions within and be- 
tween sectors that might be included in a system of financial accounts. 

’ The sectors suggested here are consistent with those used by the U.K. Central 
Statistical Office in the presentation of its national income and expenditure 


accounts, except that a separate sector has been included for the monetary system. 
—_— Statistical Office, National Income and Expenditure, 1946-58 (London, 
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Statement A. THE Basic STRUCTURE OF THE FINANCIAL 
SourcE-AND-USE-OF-FUNDS STATEMENT 
FOR A SEcTOR! 





Gross national product produced? 

Factor payments transfers received (except for the Foreign 
Sector, P: Imports of goods and services*) 

Factor income 

Direct taxes paid 

Direct subsidies received 

Net disposable income 

Consumption expenditure (except for the Foreign Sector, R: 
Exports of goods and services*) 

Indirect taxes paid 

Indirect subsidies received 

Savings 

Investment 

Available financial resources (financing) 

Borrowings 

Acquisition of claims on households 

Acquisition of claims on enterprises 

Acquisition of claims on public corporations 

Acquisition of claims on local governments 

Acquisition of claims on central government 

Acquisition of claims on foreigners 

Acquisition of claims on banks‘ 

Increase in quasi-money holdings plus 

Increase in money holdings 


PAS Sac AON See ATR 





1 Identified here as sector i. 

2 At factor cost. 

3 These entries differ slightly from the total goods and services payments and 
receipts as defined in the Balance of Payments Manual (Table I, items 1-8) of | 
the International Monetary Fund. It is suggested here that investment income | 
(Table I, item 6), other direct factor payments (Table IX, items 1, 2, 3, 4, 5, 9, 
10, 11, 12, and parts of 14), and the tax and subsidy components of all items be 
separately allocated. 


4 Other than money and quasi-money. 


The superscripts to the symbols are of two different types: only one | 
number in the superscript indicates that the symbol describes the total | 
transactions of this type for the sector; two numbers in the superscript | 
indicate a transaction between sectors or within a sector. The first | 
number in the superscript identifies the sector making a payment to the F 
sector indicated by the second number in the superscript. Thus L* 

identifies the changes in central government debt holdings of house- f 
holds. In a system of direct transactions, this symbol would describe the | 
money payments between households (Sector 1) and central government | 
(Sector 5). The financial system, however, has many triangular trans- | 
actions. Thus, this symbol would include the purchase of government [ 
debt from enterprises with an offsetting entry describing changes in the 
government debt holdings of enterprises (L**). In fact, it represents 4 
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transfer of money, associated with the purchase and sale of securities 
from or by households, that would accrue to the central government 
unless there were offsetting sales or purchases of government securities 
by other sectors. In the absence of household transactions in securities, 
these would have had to be matched by government transfers of money 
to or from these other sectors. 

The subscripts differentiate between similar but different types of 
transfer. The symbols are used to indicate the similarity between trans- 
actions and the subscripts, the dissimilarity. Thus, all income transfers 
are identified by the symbol Y, while income produced, factor income, 
and disposable income are identified by the subscripts p, f, and n. Taxes 
and subsidies are identified by the symbols T and G, while direct pay- 
ments are identified by the subscript d, and indirect payments by the 
subscript i. 

For the purposes of this paper, there appear to be no serious con- 
ceptual problems involved in the definition of the entries in this set of 
accounts, provided mutually consistent measurements are used for all 
the transactions identified. For instance, investment is defined to include 
only the acquisition of and improvements to real capital equipment. It 
can be measured either gross or net (i.e., including or excluding allow- 
ances for depreciation and obsolescence), provided a consistent defini- 
tion of consumption and consequently of savings is adopted. The savings 
of the government are defined as the government’s surplus. Here the 
magnitude of the total will be determined by the accounting decisions 
made regarding the allocation of government expenditure for the ac- 
quisition of permanent resources to consumption or to investment 
accounts. Any allocations, however, will have equal effect on the size of 
the calculated totals for the government’s surplus (savings) and its 
investment. The savings of the foreign sector are defined as the sum of 
the net payments by the country on both goods and services and dona- 
tions accounts. The investments of the foreign sector are defined as 
including only the purchase of real capital in the country. The other 
items in the foreign capital account are included in the financial trans- 
actions between foreigners and domestic residents. Changes in the 
community’s holdings of money and quasi-money are considered to be of 
such significance in the asset-liability position of each sector that it is 
desirable to indicate them separately; therefore they are separated from 
other claims on the monetary system held by the nonbanking sectors.*® 
It may be argued that other similar changes in asset holdings should be 


® It should be noted that banger nary can take the form of liabilities of in- 
stitutions outside the argo! | system. Building societies and similar corpora- 


tions should be included in the enterprise sector, even though some of their 
liabilities'can be classed as ‘‘quasi-money.” 
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shown separately; for instance, changes in short-term government debt 
holdings might be treated on the same basis as quasi-money.® 

While there may be no serious conceptual problems involved, there are 
many statistical problems to be faced in the development of a complete 
system of financial economic accounts. Some of these statistical problems 
are very close to the realm of conceptual problems. One of the best known 
is the determination of the institutions that should be included in the 
banking sector and the liabilities that should be considered to be money, 
quasi-money, or other liabilities of the banking system. For members of a 
community, money, however defined, does not distinguish itself by a 
sharp line from other assets and, correspondingly, monetary institutions 
do not always distinguish themselves in a conveniently sharp way. There 
is, in fact, a whole range of assets having more or less of the monetary 
quality, and there is a whole range of institutions that are, in varying 
degree, monetary institutions. In constructing economic accounts, it is 
necessary, particularly in the determination of the monetary sector and 
of the items that should be included as money or quasi-money, to impose 
arbitrary distinctions. In using accounts constructed on the lines sug- 
gested here, the arbitrary distinctions that have been imposed must 
always be borne in mind. The exact position of arbitrary dividing lines 
must be remembered, as well as the fact that the sharp differentiation 
implied in many of the categories used for statistical purposes may not 
in fact be found in real life. The necessity for imposing these arbitrary 
distinctions does not, however, make it futile to construct a system of 
accounts along the lines suggested. No matter what decisions are taken, 
a system of accounts can be conceived that will be mutually consistent 
and that will demonstrate the means by which the community’s financial 
requirements have been met. Provided that the arbitrary distinctions 
which have been made are not forgotten, the repercussions of the 
financial flows that were associated with the community’s economic 
activities can be analyzed. 

The conceptual problems to be faced are problems relating to basic con- 
cepts, rather than to definition. As indicated on pages 328-29, consider- 
able work has already been done in this field, largely by individual in- 
stitutions working independently. All the statements produced by these 
institutions differ in form and content. The problem that must be faced 
by each compiler is: ‘“‘What is the best form for a system of financial 
accounts?” The draft system suggested here is intended only to provide 
a formal statement of a system that might be considered for adapta- 
tion by compilers and analysts of financial data. 

There may be serious accounting problems to be faced in the adoption 
of mutually consistent definitions throughout this system of accounts. 


® See the treatment in Netherlands Bank, Report for 1963 (Amsterdam, 1954). 
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At present, national income accounts generally are based on the principle 
enunciated by the U.N. experts that transactions should be recorded 
“at the moment when a sum of money, or the equivalent, becomes due 
and assignable in respect of obligations to, goods sold or services ren- 
dered by, an enterprise, institution or person. The magnitudes appearing 
in the system must therefore in principle be considered not as actual 
payments and receipts but as flows of payables and receivables.” 
In other words, national income accounts are accrual accounts. Financial 
accounts, and particularly those recording money holdings, are records 
of changes in asset and liability holdings and consequently usually are 
records of completed payments, including payments made by the 
transfer of acceptable debt obligations."' It would be desirable if all 
economic accounts could be put on a consistent basis (or bases). 
Here it is suggested that, insofar as one is interested in changes in asset- 
liability positions, the basis to be adopted should be that of completed 
payments. Some work has been done already on this basis in the develop- 
ment of current transactions accounts similar to national income ac- 
counts. Further work in this direction would be valuable. 


Form of a Combined Statement of Financial Source-and- 
Use-of-Funds Accounts 


A statement of financial source-and-use-of-funds accounts, combining 
the accounts of all sectors as outlined in the basic structure for the 
accounts of a sector, may be drafted in accordance with the suggestions 
given in Statement B. In this statement, symbols are provided for intra- 
sector transactions, except for the government, foreign, and banking 
sectors. It is assumed that consolidated accounts will normally be pre- 
pared for the government and banking sectors; consequently, for these 
sectors there can be no intra-sector entries. An entry for financial trans- 
actions between foreigners would be meaningless in the national 
statement. 

It would be reasonable to present a statement excluding all intra-sector 
accounts. Their inclusion envisages a set of financial accounts outlining 
the total changes in a community’s outstanding assets and liabilities, and 
their exclusion would present a picture limited to changes in the financial 
relations between sectors. While the latter form of statement would be 
useful, and may in fact prove to be the only one obtainable for most 
countries, the form presented here appears to be more useful. 


10 Statistical Office of the United Nations, op. cit., p. 13. 

" For example, they are likely to record changes i in outstanding time payment 
contracts, but not changes in outstanding consumer charge account debt. See, for 
instance, 61953 Survey of Consumer Finances, Part IV: Net Worth of Consumers, 
Early 1953, ”” Federal Reserve Bulletin, September 1953, pp. 940-47. 





























ae SZuIpjoy ArvyouOUL UI osvoIDUT 
4 “nN | BAS BAY BAS BAS os upon fauvur- isenb ul osvel0Uuy 
a— aa wI- sT- wI— “x T- wI- AT i ttresesesesesess syueg 
sa— oI— = os'I— wI— oe I— ov I— ‘wi ee s10U319I10,q 
sa— wI— soT— = wI— ae I— avI— aa ee ‘ UOTIUIOAOS [813091) 
B a— wI— wT wI— wI- ve I— wI— Wie ee 8] USUIUIGAOS [890°] 
=| ea wT— eI — eI — wI— eeI— eI— ce suoryeio0di09 o1qnd 
Ay sa— wI— vo'IT— zvI— wvI— se'I— ol ea ee a ae sestidioyugq 
Ps a 5 wI— sI- wI- wI— wI- ee aes ie 
:U0 SUITBID JO UOT}ISINDOY 
e T “a+ sat sa+ vat eat a+ wat ocean ee a eee ae wee ee Zutmoll0g 
5 0 ci ol ol ral ed el Me. Pay ASNT SRN en gree Teen ‘Zurueuly 
=) i i- a a aie Mo tent ttn aeenns sy u9uIyS0AU] 
4s a D: a ee es 2S he... ren 
rs 0 io+ s+ gO+ jo+ io+ 9+ ey = tr PoAtooel SOIpIsqns 4oeIIpUT 
Ps 0 iL— Mn oe iL- iL- iL- i1L- i Fo eB cio: Wee eee -aeeror Re oo pred sexe} qoor1puy 
+4 (a+ d)- 10- a- 20- 70 a 0 t0- iO ee einyipuedxe uo1ydumsuop 
GS dt+"A 1A d+ 54 3A vA 1A tA ae auloout e[qesodsip 49N 
3 0 Po+ P+ P+ Pot Bt BOF MO pearooas sorpisqns oor 
S 0 P 4 P a PL— PL—- PL—- e a 4 a pred SOxB} qooliq 
b> dt? 1k d+ ax H 9. 8 ox 3X ee SUIODUT 10498,T 
e d+ a+ od + d+ sat vat e+ cat ete) ak a ee ea *Peateo 
F -01 silojsuviy syuowAed 103087 
“x Vi — os 4 ef cx ¢X =‘ peonpoid yonpoid yeuoreu ssoin 
L 9 $ ¥ £ z T 
1270, wra3SAS s19UsIIIOJ jUIWUIZAOCN) sjUsUTUIa suUONeIOdI0D sastid spyoyasnoxy 
AreyQuOW TeyUWeD -AOH BOT syqng -1930q 





ve) 
N 
0) 


SLNNOOOY SAND g-40-aS()-GNV-GOUNOG IVIONVNIY dO LNGWALVLIG GANIGWOD ‘{ LNAWALVILG 








avi 





Increase in monetary holdings....- 
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When the balance on current international account is included in 
savings or investment, total community savings must equal investment 
and the total of financing for the economy must be zero. However, the 
savings of any sector need not be equal to its investment. If the savings 
of a sector are in excess of its investment, the sector will have available 
financial resources that must be used to purchase claims on or repay 
debts to other sectors, or to increase its holdings of money and quasi- 
money. It is largely through the purchases of claims on other sectors 
that any difference between savings and investment in one sector is trans- 
ferred to other sectors. Conversely, if a sector’s investment in real 
resources is in excess of its savings, it will have either to draw on the 
financial resources of other sectors by borrowing from or transferring 
claims to them, or to decrease its holdings of money and quasi-money. 

Total borrowing from any one sector must, however, equal its lending, 
and the acquisition of claims on any sector must equal its total borrow- 
ing. This does not mean that there is a direct relation between the ac- 
quisition of claims on a sector by another sector and borrowing between 
the two sectors. However, if, as a result of borrowing and the transfer of 
claims between sectors, the total claims on a sector increase, then the 
sector concerned must have borrowed an equal amount. 


Applications of Financial Accounts 


If a statement along the lines of this model were computed for any 
country, it would provide certain information that would be useful to the 
authorities, particularly if questions of inflation, deflation, etc., were 
under consideration. Thus, if in any period the operations of the economic 
system on income, savings, and investment accounts produce certain 
financial requirements, these requirements will be met, but in meet- 
ing them the asset-liability position of the community will be altered. 
If the enterprise sector makes investments in real resources larger than it 
can finance out of its own savings, it will have negative financing. If this 
negative financing cannot be offset by borrowing from other nonbanking 
sectors, or the disposal of claims on other sectors, the enterprise sector 
will have to decrease its holdings of money and quasi-money or borrow 
from the banking system, either directly through bank loans or by the 
sale of claims to banks. This excess of investment over savings in the 
enterprise sector may lead to an increase in the incomes of the household 
sector. In the first instance, this increase will raise the savings of the 
household sector, and these savings may in large part be reflected in an 
increase in the money holdings of households or in financing part of the 
financing requirements of the enterprise sector. At later dates, however, 
this increase in money holdings of households may lead to an increase in 
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their consumption and a tendency for the money value of the national 
income to expand. If under these circumstances production in real terms 
cannot be increased, commodity and factor prices will tend to rise.” 

Statements based on the model outlined here might also be used to 
estimate the probable effects of contemplated changes in policy. If 
certain forecasts could be made of the probable volume of savings and 
investment by individual sectors, and assumptions could be made of the 
likely changes in assets that the community would accept, then the 
necessary changes in the accounts of the banking system that would 
satisfy these developments could be computed. If it were possible to as- 
sess the repercussions of these monetary changes on the rest of the eco- 
nomic system, and consequently the possibility of fulfilling the orig- 
inal decisions, a fairly complete forecast could be made of the probable 


inflationary or deflationary pressures that might be present in the forth- 
coming period. 


The ideas in this paper originated in large part from a privately cir- 
culated paper by J. Lips, D. B. J. Schouten, and H. W. J. Bosman. 
Similar ideas are included in articles by J. Tinbergen and D. B. J. 
Schouten, ‘““Die Anwendung des Nationalbudgets zur Beurteilung der 


Wiahrungslage,” Wirtschaftsdienst (Hamburg), April 1954, pp. 199-206, 
and H. W. J. Bosman, “Enkele Beschouwingen Over het Monetair 
Overzicht,” Maandschrift Economie (Tilburg), March 1954 (reprinted 
by the Central Planning Bureau, Overdrukken, Nos. 32 and 30, The 
Hague, 1954). A formulation of financial accounts similar to that pre- 
sented here is to be found in Central Planning Bureau, Central Economic 
Plan, 1954 (The Hague, March 1954), Table IV.4, ‘Monetary An- 
alysis.”” The tables in Netherlands Bank, Report for the Year 1953 
(Amsterdam, 1954), Chapter IT, are based on ideas similar to those in this 
paper. An analogous formulation is to be found in Rapports du Service des 
Etudes Economiques et Financiéres sur les Comptes Provisoires de la 
Nation de V Année 1958 et sur le Budget Economique de Année 1954 
..., Annex I, Rapport du Groupe de l’Equilibre de la Commission du 
Financement du Commissariat Général du Plan (Paris, 1954). The Annual 
Reports of the Bank of Italy contain a table, ‘“‘The Flow of Savings and 


2 For further elucidation of the ideas contained in this paragraph, see Graeme 
S. Dorrance, ‘‘Problems in the Field of Financial Statistics,’’ Statistical Office of 
the United Nations, Report and Proceedings of United Nations International 


Seminar on Statistical Organization, 18 October-6 November, 1952 (New York, 1953), 
pp. 100-101. 





FINANCIAL ACCOUNTS IN SYSTEM OF ECONOMIC ACCOUNTS 329 


the Money Supply,” thst provides an analysis of the national financing 
accounts along somewhat similar lines even if it is directed toward a 
rather different end. Similar concepts are also used in Morris A. Cope- 
land, A Study of Moneyflows in the United States (New York, National 
Bureau of Economic Research, 1952), in a forthcoming compilation of 
U.S. moneyflows statistics to be published by the Board of Governors 
of the Federal Reserve System, and in Henry K. Heuser, ‘Recent 
Financial Changes in Western Germany,” Federal Reserve Bulletin, 
October 1954, pp. 1041-50. Insofar as the formulations in this paper 
involve the use of national balance sheet data, reference should be made 
to J. R. Hicks, The Social Framework (Oxford, Clarendon Press, 1942 
and 1952), Chapter X, for the United Kingdom; to Conference on Re- 
search in Income and Wealth, Studies in Income and Wealth (New York, 
National Bureau of Economic Research), Vol. XII, particularly to the 
paper by Raymond W. Goldsmith, ‘Measuring National Wealth in a 
System of Social Accounting”; and to the work of H. Rijken van Olst, 
B. Korn, and C. A. Oomens in Séatistische en Econometrische Onderzoekin- 
gen, Central Bureau of Statistics (Utrecht), Vol. II, No. 3, September 
1947, (“Uitkomsten van Enige Berekeningen Bettreffende het Nationale 
Vermogen in Nederland in 1938”), Vol. IV, No. 1, March 1949 (“Het 
Nationale Vermogen van Nederland en Zijn Verdeling, Eind 1947”), 
and Vol. V, No. 3, Third Quarter 1950 (“Het Verband Tussen de 
Nationale Balans en Het Stelsel der Nationale Jaarrekeningen’’). 
After this paper had been written, a similar analysis of financial ac- 
counts was published in H. C. Edey and A. T. Peacock, National Income 
and Social Accounting (London, Hutchison’s University Library, 1954). 
Further references are to be found in Milton Gilbert and Richard Stone, 
Recent Developments in National Income and Social Accounting (Cam- 
bridge, University of Cambridge Reprint Series, No. 80, 1954). 





Article VIII, Section 2(b), of the Fund 
Agreement and the Unenforceability 
of Certain Exchange Contracts: 


A Note 


Joseph Gold* 


RTICLE VIII, Section 2(b), of the Articles of Agreement of the 
International Monetary Fund! reads as follows: 


Exchange contracts which involve the currency of any member and which are 
contrary to the exchange control regulations of that member maintained or 
imposed consistently with this Agreement shall be unenforceable in the 
territories of any member. In addition, members may, by mutual accord, 
cooperate in measures for the purpose of making the exchange control regu- 
lations of either member more effective, provided that such measures and 
regulations are consistent with this Agreement. 


Most of the problems connected with this novel provision have not yet 
been the subject of interpretation by the Fund itself.? In recent years, 
however, it has been cited on a number of occasions in the courts of 
member countries, and much has already been written on its interpreta- 
tion.? An important contribution to the literature on this subject has 
appeared in the second edition of The Legal Aspect of Money by Dr. F. 
A. Mann* the provision is discussed in Chapter XIII, and there are 
interesting references to it elsewhere in the edition. Dr. Mann’s dis- 
tinction in the field of monetary law gives great weight to his views. 
This is enhanced by his pioneer work—as a contributor to legal periodi- 
cals and as Rapporteur of the International Monetary Law Committee 
of the International Law Association'—in directing the attention of the 

* Mr. Gold, Assistant General Counsel, is a graduate of the Universities of 
London and Harvard, and was formerly a Lecturer in Law in the University of 
London and a member of the British Seerchent Shipping Mission, Washington, 
D.C. He is the author of articles in British, American, Comndion, French, German, 
and Belgian law journals. 


1 Referred to in the rest of this paper as “the provision.” 
2 See International Monetary Fund, Annual Report, 1949, Appendix XIV, pp. 


3 A bibliography on the provision is appended to this paper. 

‘F. A. Mann, The Legal Aspect of Money (London, 2nd ed., 1953). 

5 The provision was the subject of detailed discussion at the 1952 Conference 
of the International Law Association at Lucerne and at the 1954 Conference at 
Edinburgh. At the latter Conference, the Association instructed the Committee 
to continue its work, with particular reference to the clarification of the provision. 
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legal profession to the provision and in analyzing some of its many 
complexities. Some of the views on the provision expressed by Dr. Mann 
in his new edition should receive general assent; although other points 
are more doubtful, there is at least an even chance that he may be 
right. However, there are some conclusions of a quite fundamental 
character which should not be accepted. This note is confined to an 
examination of those issues. 


“Unenforceable”’ 


Obviously, “unenforceable” is a key word in the provision. Dr. Mann’s 
interpretation of it is not entirely clear. It should not be understood, he 
says, in the “very special sense” which is familiar to Anglo-American 
lawyers. To attribute to the Bretton Woods Conference an intention to 
employ the word in this sense would be “almost perverse.” Dr. Mann 
cites two respects in which it would be inappropriate to give unen- 
forceability all of its technical meaning in Anglo-American law. The first 
is that, with such a meaning, it would be left to the option of one of the 
parties to decide whether or not to plead the exchange control regu- 
lations. This would be inconsistent with the purpose of the Fund Agree- 
ment. Secondly, the provision would apply to judicial proceedings only 
and would not extend to administrative authorities.® 

If Dr. Mann is saying that the word “unenforceable” means that 
judicial or administrative authorities will refrain from enforcing an 
exchange contract and will refrain whether or not a party has relied on 
the exchange control regulations, there should be no dispute with him. 
As Dr. Mann points out, the Fund itself can be understood to have said 
this in its authoritative interpretation of the provision under Article 
XVIII.” But is this all that Dr. Mann is saying? There is no reason to 
assume that he is saying more so long as he describes “unenforceability” 
as “ineffectiveness in the forum” or even “ineffectiveness.” Doubt 
arises, however, when he speaks of the provision as invalidating con- 
tracts® or as displacing the private international law rules of initial 
validity.® If his view is that unenforceability in the provision means in- 
validity, this interpretation can scarcely be accepted. 

If the international legislators had intended invalidity, there is no 
reasonable explanation for their failure to use that word. Although the 
concept of a valid contract or obligation which cannot be enforced is not 

$F. A. Mann, o 


1 The text of the inigrpretetion was published in the Fund’s Annual Report, 
1949, loc. cit. See also “ ig oes by the International Monetary ‘und 
of its Articles of Agreement,’’ International and Comparative Law Quarterly, 
Vol. 3 (1954), pp. 256-76. 

SFL A > op, cit., pp. 346, 385. 

9 Ibid., p. 
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unknown outside common law systems, and can be found elsewhere in a 
major international charter,!° the concept of invalidity has wider cur. 
rency. If it is assumed that the non-common law delegations at Bretton 
Woods thought that unenforceability meant invalidity, it is hardly 
possible to make this assumption of the lawyers in the common law 
delegations. Of them it would have to be assumed that they did nothing 
to explain the significance of the word to the other delegations, and 
that they were willing to permit a serious and obvious ambiguity to be 
incorporated into the text. The legislative history of the provision shows 
that its sponsors were the British and U.S. delegations. 

It is not difficult to explain why the drafters of the Fund Agreement did 
not go so far as to declare that exchange contracts covered by the pro- 
vision are invalid. The aim of the provision was to ensure that the ex- 
change control regulations of one member would receive a measure of 
recognition from the judicial and administrative authorities of other 
members. In order to make this collaboration effective, it was not neces- 
sary that other members should regard the contracts in question as 
illegal or invalid. If other members were required to do this, they might 
be attaching a more severe legal consequence to a breach of exchange 
control regulations than the member having those regulations. Unen- 
forceability was the lowest common denominator among legal conse- 
quences which at the same time would ensure the collaboration among 
members that was being sought. 

On the question of invalidity, it is of interest to note that Mr. André 


van Campenhout, who was then General Counsel of the Fund, has 
expressed the following view: 


The main propositions embodied in the Fund’s interpretation of Article VIII, 
Section 2(b), may be summarized as follows: (a) In declaring that certain 
contracts are unenforceable, what the provision means is that if there is an 
exchange contract involving the currency of any member of the Fund and 
contrary to the exchange control regulations of that member maintained or 
imposed consistently with the Fund Agreement, the judicial or administra- 
tive authorities of other members will not help a party to the contract to get 

erformance of it. This is basically the same concept as that of unenforcea- 
bility in Anglo-American law. The judicial or administrative authorities are 
not bound to treat such contracts as invalid or in any other way penalize the 
making or performance of them, although, of course, such sanctions may be 


the result of voluntary action by members under the second sentence of 
Article VIII, Section 2(b)." 


Making v. performance of exchange contracts 


Dr. Mann states that the provision relates not to the performance but 
to the making of exchange contracts. If an exchange contract when made 


10 Article 102(2) of the U.N. Charter. 


11 André van Campenhout, Note, American Journal of Comparative Law, Vol. 
2 (1953), p. 391. 
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is contrary to applicable exchange control regulations, it is unenforce- 
able, even though before performance it becomes consistent with ex- 
change control regulations. Similarly, if the contract is consistent with 
exchange control regulations when made, it remains enforceable even 
though before performance it becomes contrary to them.” 

Dr. Mann recognizes the difficulty of reconciling his view with the use 
of the present tense in the phrase “which ... are contrary.” However, 
he finds support for his view in the legislative history of the provision. 
His argument runs as follows. The first draft referred to “exchange 
transactions ... which evade or avoid the exchange regulations »re- 
scribed.” There is nothing to indicate that the international legislators 
changed their intentions when they substituted “contrary” for “evade 
or avoid.” In fact, in the Second Report of the Drafting Committee of 
Commission I of the Bretton Woods Conference, this change is described 
as merely a “new formulation.” Thus, the change of language is no more 
than a drafting change; the provision still means ‘evade or avoid”; and 
exchange control regulations can be evaded or avoided by a contract 
only when the contract is made. 

Dr. Mann’s argument is based on a misreading, although an entirely 
reasonable one, of the legislative history. The Second Report of the 
Drafting Committee to which he refers contains the following language: 


All the material contained in this report has been approved in principle by 
the Commission at previous sessions. The present report contains, however, 
a new formulation of certain provisions to which I should specifically draw 
the attention of the Commission.'* 


References to six provisions follow, of which Article VIII, Section 2(b), 
is one. Dr. Mann has read the second of the sentences quoted from the 
Report as if it were governed by the first. In fact, the second sentence 
is an exception to the first sentence, and this is the significance that was 
intended for the word “however.’’ What happened was that the Drafting 
Committee went beyond the narrow task of drafting in a few cases and 
made changes or innovations of substance. It is for this reason that the 
attention of the Commission was specifically drawn to them. If the texts 
of the six provisions listed by the Drafting Committee as new formula- 
tions are examined in relation to the work of Commission I prior to the 
Report of the Drafting Committee, it will be found that they are pro- 
visions which had not been previously approved in principle by the 
Commission. Some had been discussed, although inconclusively by the 
Commission, but others had not been discussed at all. This is clearly 


12, A. Mann, op. cit., pp. 386-87. 

13 Proceedings and Documents of the United Nations Monetary and Financial 
Conference (U.S. Department of State Publication 2866, International Organiza- 
tion and Conference Series I, 3), Doc. 448, p. 808. 
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illustrated by the history of Article VIII, Section 2(b). The Commission 
had not approved any version in principle. The only position it had taken 
was that criminal penalties should not be imposed." It will be seen, 
therefore, that the reference to “new formulation” cannot be read to 
imply that the draft of Article VIII, Section 2(b), referred to by Dr. 
Mann," or for that matter any one of the other earlier drafts, had been 
approved in principle by the Commission, and that the Drafting Com- 
mittee was merely giving it some new verbal form. 
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Dr. Mann has no case based on the legislative history of Article VIII, ch 
Section 2(b), for reading the provision as if it referred to exchange con- je 
tracts that “evade or avoid” exchange control regulations. However, ds 
even if he did have a case, it would be difficult to agree that a contract eC 
can evade or avoid exchange control regulations only when made, unless, dl 
of course, Dr. Mann is attributing some special meaning to those words. 0 
Take the case in which parties enter into a valid contract but, under the C 
applicable exchange control regulations, are required to obtain a license 
as a condition of its performance. When they made the contract, they p 
intended to get the license. Later, they fail or neglect to get it, but tl 








nevertheless seek to perform the contract. This surely is an evasion or 
avoidance of exchange control regulations in the performance and not 
in the making of the contract. 

It is submitted that Dr. Mann’s argument does not lead to reasonable 
results consistent with his own view of the provision. He sees it as a 
provision intended to protect the exchange resources of a country. 
From this point of view, what counts is the performance and not the 
making of contracts. Nobody’s resources are protected by regarding a 
contract as unenforceable when, at the date performance is sought, the 
contract has become consistent with all applicable exchange control 
regulations. No policy of the Fund Agreement or of individual members 
is served by refusing to enforce contracts in such circumstances. On the 
other hand, in the reverse case, i.e., where a contract originally consistent 
with exchange control regulations has since become contrary to them, the 
effect of enforcing the contract will be to deny protection to the exchange 
resources of the country affected. 

In addition, Dr. Mann’s view leads to the following anomaly. Parties 
enter into a contract which is contrary to the exchange control regula- 
tions of a member of the Fund. When performance is sought, that country 
has ceased to be a member of the Fund. Dr. Mann’s view would surely 

14 [bid., Doc. 374, p. 605; Doc. 393, p 

16 This draft was a joint p roposal of the’ British and U.S. delegations = 
Doc. 32, iP. 54). Later, the Britis delegation proposed a new provision (Doc. 23 

. 334). ater still, it was willing to withdraw its new pro —_ and return to the 


rst one, but by that time the U.S. delegation preferred yet another provision 
which had been prepared by a drafting committee (Doc. 326, p. 543). 
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mean that other members must continue to refuse to enforce the con- 
tract. This would be a surprising result and difficult to reconcile with the 
freedom of action that members have retained with respect to non- 
members under Article XI. 

Dr. Mann’s reasoning also leads him to conclude that the date as of 
which it must be determined whether a contract is an “exchange con- 
tract” is the date of making. If, however, the initial hypothesis that the 
provision deals only with the making of contracts is wrong, this con- 
clusion also should fail. It has been seen that there are economic ob- 
jections to insistence on the state of exchange control regulations at the 
date of the making of a contract in order to determine whether exchange 
contracts “are contrary” to exchange control regulations. These same 
objections apply to insistence on the state of the facts at the date of the 
making of a contract in order to determine whether it is an exchange 
contract.® 

Finally, is it possible to reconcile Dr. Mann’s views on these two 
problems with the conclusion he reaches in discussing another aspect of 
the provision? 


The word “maintained’’ refers to exchange control regulations which were 
in force when the Fund commenced operations, i.e., on 1 March 1947. Conse- 
quently, the provision has retrospective effect. The result is the same, if after 
a contract has been validly concluded, exchange control regulations are 
‘“<mposed.’”’ If the contract is contrary to them, it becomes unenforceable.” 


When dealing with the date of making and the date of performance 
issue, Dr. Mann refers to this conclusion in a footnote as an “exception.” 
It seems to be an “exception” which destroys his argument on making 
and performance, at least with respect to contracts that are consistent 
with exchange control regulations when made but become contrary to 
them before performance. : 

If an exchange contract becomes contrary to exchange control regu- 
lations after its making, this may be the result of the introduction of 
regulations or the alteration of regulations in force when the Fund 
Agreement took effect or the alteration of regulations introduced subse- 


16 Dr, Mann’s view on the date as of which to determine whether a contract is 
an exchange contract is inconsistent with the decision of the New York Court of 
ey in Perutz v. Bohemian Discount Bank in Liquidation, 304 N.Y. 533, 110 

.E. (2d) 6 (1953), if that case is regarded as decided under Article VIII, Section 
2(b). See B. S. Meyer, ‘“‘Recognition of Exchange Controls after the International 
Monetary Fund Agreement,’’ Yale Law Journal, Vol. 62 (1953), pp. 686-910. See 


also Joseph Gold, ‘‘The Fund Agreement in the Courts—III,”’ Staff Papers, Vol. 
III (1953-54), p. 307 


uF, A. Mann, op. cit., B 384. The date given in the first sentence of this quota- 


tion is no doubt a slip. The date should be that on which the Fund Agreement 
took effect under Article XX, Section 1, i.e., December 27, 1945, and not the date 
on which it began exchange operations, i.e., March 1, 1947. 

18 Tbid., p. 387, n. 2. 
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quently. The introduction of regulations is clearly covered by the word 
“imposed.” The alteration of regulations must also be covered by this 
word. From the practical point of view there is no difference between 
the introduction and the alteration of regulations. Certainly, Dr. Mann’s 
definition of the “maintenance” of regulations does not fit regulations 
altered after the Fund Agreement took effect, and it is not to be pre- 
sumed that such regulations are outside the scope of the provision. 
Once this point is reached, all exchange contracts that become contrary 
to regulations after making and before performance are unenforceable 
under Dr. Mann’s exception. It is then legitimate to wonder why the 
reverse should not also be true. 


Domestic transactions 


Dr. Mann believes that the provision should apply to domestic trans- 
actions that are contrary to domestic exchange control regulations." No 
harm would be done to the purposes of the Agreement by reading the 
provision in this way, but it would nevertheless be a misreading. It is 
true that the first sentence of the provision is drafted broadly enough to 
achieve Dr. Mann’s result. However, this ignores the history of the pro- 
vision, the language of its second sentence, and the absence of a rationale. 

The history of the provision shows quite clearly that what was en- 
visaged at all times was an obligation of cooperation among members. 
What the legislators sought was the recognition in one member country 
of the exchange control regulations of another member country. There 
is no particle of evidence of an intention to prescribe for a member what 
the consequences shall be of the disregard of its own exchange control 
regulations. The second sentence of the provision shows that it was 
meant to relate in each member country to the exchange control regu- 
lations of other member countries. Under this sentence, members may go 
beyond the obligation imposed on them by the first sentence and adopt 
such further measures as they can agree upon to make each other's 
regulations more effective. 

Lastly, there is no conceivable reason why it would have been thought 
necessary to bind members to attach any particular consequence to the 
disregard of their own exchange control regulations. It is difficult to 
imagine that, if a member has exchange control regulations, it will fail to 
provide for the disregard of them, and frequently the legal consequences 
it prescribes will be more severe than unenforceability. If it has not 
prescribed a special sanction, its general law will supply the deficiency. 


19 Toid., pp. 344-46, particularly at p. 344, n. 4. 
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